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ATTENTION C.A. CANDIDATES 


You can face your examination confidently if you start 
your review now, and top it off by reading the books 
that have helped hundreds of students .. . 


AUDITING & THEORY 
QUESTIONS with ANSWERS 


By L. Marder, LL.B., C-P.A. 


is designed for the final review, that peffed before the 
examination when voluminous texts contribute little but 
worry and confusion. It will teach the C.A. candidate to 
answer questions in a style preferred by Examiners— 
briefly and to the point. These are the type of questions 
that have been asked over and over again during the past 
thirty years and that have appeared on recent examina- 
tions. Since 1937, when some of the author’s material 
appeared in the Accountants Digest, countless candidates 
have found the answers of great benefit in preparation for 
the examination, and many teachers of accounting have 
used them in their classrooms. With the help of these 
Marder kooks, the candidate will learn how te answer ques- 
tions comprehensively, yet concisely and precisely to the 
point, in a style whereby he may avoid irrelevancy, sweep- 
ing assertions, vague generalities, and straying from the 
questions. 
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1800 questions with answers—JUST PUBLISHED 
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1300 questions with answers 
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Write for free pamphlet—‘How to Prepare for the C.A. 
Exam” and Deseriptive Circular. 
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P.O. Box 824, Church St. Annex, New York 8, N.Y. 
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CONTINUANCE OF 
PRACTICE 


Young chartered account- 
ant presently practising in 
Montreal and vicinity de- 
sires to make arrangements 
with older accountant for 
continuance of practice in 
the event of death or re- 
tirement. Reply 916 Tram- 
ways Building, Montreal 1, 
Quebec. 


CHARTERED 
ACCOUNTANT 
WANTED 


Large organization in 
Toronto with main branch 
offices throughout Canada 
requires young chartered 
accountant for Internal 
Audit Department. Oppor- 
tunity for early advance- 
ment in that or other de- 
partments of the Company. 
Reply to Box 23, The Cana- 
dian Chartered Account- 
ant, 10 Adelaide Street 
East, Toronto. 


CHARTERED ACCOUNTANT AND EXPERIENCED 
AUDIT CLERK REQUIRED 


Excellent prospects for advancement for individuals 


with initiative and ability, 


J. John Shulman & Company, 


21 Dundas Square, Toronto 


CHARTERED ACCOUNTANT WANTED 


Nash & Nash, Chartered Accountants, Edmonton require 


a young chartered accountant. 


qualifications and experience. 


confidential. 


Apply in writing, stating 
Replies will be treated as 








HIGHER ACCOUNTING 


and ALLIED SUBJECTS 
taught 


The SHAW way—the SURE way 


Subjects Included In Our Coaching Courses 


Commercial Mathematics 


Commercial Correspondence Mercantile Law 
Bank Act 


Bookk 

Bills of Exchange Act 

Dominion Companies Act 

Provincial Companies Act 

Dominion Winding Up Act 

The student has all che time required 

by him to complete the course and he 

has the pernoee of consulting the 

school after the course is finished. 

Once a Shaw student always a Shaw 
ent. 


Office Management 

Partnership Act 

Advanced 

Auditing and 
Investigations _— 

Business Organization 
and Administration 


The. student is privileged to consult 
our instructors in any of his personal 
accounting problems, even though 
they may outside the scope of his 
course. 


Write to Dept. CA for Catalogue and any special 
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AUDIT WORKING 
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(Complete Set) 


These 67 sheets are the result 
of fifteen years’ experience and 
have proved outstandingly suc- 
cessful in practice, in engage- 
ments of every size. They are 
full-size work sheets for record- 
ing field work, and each contains 
precise instructions, where neces- 
sary, on the work to be done, 
the procedure to be followed, and 
the information to be recorded. 

Special price for one complete 
set of the 67 working papers — 
$6.50. Postage paid on cash or- 
ders. (The cost of the necessary 
working papers for a typical en- 
gagement, if purchased in quan- 


tity, is approximately $3.00). 
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"STANDARDISED 
AUDIT WORKING 


PAPERS’ 
By FREDERICK STAPLES 


C.P.A. (Calif. and Wis.), 
Member of American Insti- 
tute of Accountants, Senior 
Partner Frederick Staples & 
Co., Certified Public Account- 
ants. 


Teachers and students of account- 
ing and internal auditors will be 
particularly interested in this 
book, as well as practising ac- 
countants for whom it has been 
specially prepared. 


243 pages. Price $4.50 
Postage paid on cash orders. 
THE COUNTING HOUSE 
PUBLISHING CO. 


735 North Water St., 
Milwaukee 2 Wis. U.S.A. 
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If you MUST work 
Overtime .... 


. Try using a work paper that simplifies your figuring chores. 
Made in uniform patterns of 7, 14, 21 and 28 columns, The illustration 
shows the specially designed heading which is punched for binding 
purposes; also the perforated section that can be torn off to allow 
identification when the sheet is folded—these last items are optional. 
A ‘‘fold’’ column every seven columns prevents figures becoming 
unreadable from creasing. The Eyesaving ruling of green and brown 
on our scientifically tinted paper is a G & T feature to eliminate glare 
from your eyes. Try these working papers by writing or phoning 
for a sample sheet. 
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Specialists in 
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Editorial Comment 


The Institute of Chartered Accountants in 
National and England and Wales has had printed by Gee 
International and Company (Publishers), London and St. 
Problems Albans, an address given by Sir Harold G. 

Howitt, G.B.E., D.S.O., M.C., F.C.A., at the 
Autumnal Meeting of the Institute held in Brighton on Oc- 
tober 23, 24 and 25, 1947. The title of the address is “The 
Future of the Accountancy Profession.” It is regretted 
that lack of space does not permit us to reprint the whole 
of it, or at least those parts not only of particular interest 
to the Institute. We borrow at this time, however, the last 
six paragraphs. 


National and International Problems 

“My difficulty is that at this point we get near to 
politics, which I am studiously trying to avoid. What- 
ever our leanings on that matter, however, we are all 
by training steeped in common views on such matters 
as the desirability of making ends meet, or of know- 
ing if they do not; on the distinction between free re- 
serves and the reverse, which latter means passing the 
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buck to posterity. Can we honestly say that our na- 
tional economy pays due regard to these principles, or 
that our national accounts make it clear when we de- 
part from them? Have we paid sufficient regard to 
filling the kitty along with our schemes for emptying 
it? 

“T cannot but think there is a great future for skill- 
ed accountancy in all these problems in government, 
quasi-government and municipal affairs. I am not 
suggesting that the accounting of all such bodies can be 
maintained on orthodox rules of double entry and ac- 
crual, but their problems would be all the better hand- 
led if they were subjected to such fundamental ac- 
counting principles. We are promised that the nation- 
alized undertakings, which already represent a sub- 
stantial amount of the national capital, are to be main- 
tained on proper commercial principles. 


“T would go further and suggest that even interna- 
tional financial problems should be considered more 
from an accountancy angle; indeed, I think the effect 
of all recent complicated conferences on the troubled 
affairs of the world is to make one realize that the 
issues at stake are largely simple ones of first prin- 
ciple. Of these perhaps the chief is the principle of 
making ends meet over a given period of time—the 
principle of the balance sheet and the revenue account, 
which is particularly our province. 

“In national and international affairs, however, 
these principles cannot be too rigidly applied. Where- 
as the period of time over which an individual must 
make ends meet is strictly limited by the laws to which 
he is subject, a nation may, by taxation and other 
means, pass its burden from one set of shoulders to 
another, and adjust the period of payment between 
present and future generations. In international af- 
fairs this urge to make ends meet finds expression 
largely in the attempt to balance imports and exports 
with the resulting effect of the creating of loans. 
Lease-Lend was a generous recognition of the futility 
of clocking up large indebtedness arising from a com- 
mon cause, and post-war negotiations now proceeding 
are a further recognition that there is a limit in point 
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of time beyond which the current generation will not 
shoulder the obligations of the past. I mention these 
matters as indicative of the fundamental changes 
which are taking place at different levels of the world’s 
communities in the interpretation of the obligation to 
meet one’s commitments, and of the possibility that it 
may even be to the advantage of the lender that they 
should not be met. As accountants we cannot but be 
deeply interested in these modern developments and 
in their challenge to strict accounting conceptions. 


Conclusion 

“T realize I have tried to cover a wide field and 
that in doing so I have had to deal with contentious 
matter, much of which may not be generally accepted. 
I felt, however, I could not deal with our own domestic 
future without touching also on other matters even 
more important. If, therefore, I have gone too far or 
even been provocative, ‘it will have done no harm if it 
stimulates us to consider our place in the present order 
of things, and the contribution we can make. 

“Accountancy is not an exact science, and more 
and more we shall need in the future, to move with 
the times and adapt ourselves to changing conditions. 
In our own interest, however, and in that of the com- 
munity, we should, amidst all the pressures and temp- 
tations of the day, keep our feet firmly on the ground 
concerning the fundamentals of strict accounting, and 
the effects, however necessary or unavoidable, of de- 
parture from them.” 


Under this heading, Sir Harold 


Reciprocity between Howitt discusses the matter of re- 
Accounting Societies ciprocal relations with overseas 


societies and we cannot do better 


than to quote them in full. 


Overseas Reciprocity 
“Our future as a nation is so much related to world 
affairs that there is a duty upon us to see that the 
possible contribution from accountancy, and its limita- 
tions, are internationally understood; that our mem- 
bers are enabled to look after British interests the 
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world over; and that reciprocal facilities are, within 
reason, granted in this country to qualified accountants 
overseas, particularly to those within the Common- 
wealth. This conception may only apply directly to 
a limited number of our members, and may, to some, 
appear to be opposed to their individual interests, but 
I am sure that on reflection all will agree it is a proper 
objective and one that cannot and should not be re- 
sisted. 

“Within the Commonwealth there are various 
bodies of chartered accountants, though only in Aus- 
tralia are they incorporated under Royal Charter. In 
various forms they have for a long time allowed our 
members rights of practice in their territories, and 
some of them have been asking that we should give 
reciprocal facilities to their members here. We have 
taken steps to comply with this request in the follow- 
ing directions: 

(a) The Co-ordination Bill will allow any body of 
qualified accountants overseas, whether in the Com- 
monwealth or not, to apply to be recognized here, and 
provisions are included to meet the special position of 
Ireland. If such an application succeeds, any of their 
members wishing to practise here will, with proper 
safeguards, be allowed to call themselves Public Ac- 
countants for that purpose. 

(b) In the proposed amendment of our Bye-laws, it 
is intended to take powers to allow any such member 
of a body of chartered accountants in the Common- 
wealth to practise here in partnership with one of our 
members as ‘chartered accountants’. In describing 
himself, however, whether on the firm’s notepaper or 
otherwise, any such overseas member would be requir- 
ed to add letters to indicate the territory in which he 
obtained his qualification. If he practised alone, he 
would be required to add those letters both to his own 
description and to that of his firm. 

“I hope these steps will appeal to our overseas 
friends as being reasonable and as going as far as we 
could be expected to go. I hope, too, they will help 
to promote and maintain reciprocal facilities for our 
members practising overseas in places where difficul- 
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ties in this regard are being experienced. Steps have 
been taken to ascertain whether proposals for ensuring 
these facilities could be included in the Co-ordination 
Bill. I think we are entitled to Government support 
within any overseas territory if efforts towards recip- 
rocity should fail.” 


Last October a meeting was held in New 
International York to consider some of the problems 
Co-operation common to accountants in the English 

speaking world and the question of inter- 
national co-operation between the various professional ac- 
counting organizations. The Institute of Chartered Ac- 
countants in England and Wales was represented by Mr. 
T. B. Robson, member of Council; the American Institute 
of Accountants by Mr. Edward B. Wilcox, President; Mr. 
P. F. Brundage, Vice-President, and Mr. John L. Carey, 
Secretary, and the Dominion Association of Chartered 
Accountants by Mr. E. J. Howson, First Vice-President; 
Mr. J. R. M. Wilson, Chairman of the Committee on Ac- 
counting and Auditing Research, and Mr. Clem L. King, 
Secretary and Research Director. 

A number of accounting problems of general interest 
were discussed at some length. While it was apparent that 
unsettled conditions throughout the world limited the posi- 
tive steps that could be taken at the moment towards effec- 
tive international co-operation in respect of accounting 
matters, those present were agreed that such meetings 
should be continued in the interests of the profession. 

The following statement was adopted as a summary of 
the conclusions of the meeting: 

“The representatives present agree that maximum 
co-operation among bodies of professional accountants 
of high standing in all countries is desirable, with a 
view to improving standards of professional practice 
and the credibility attaching to accounts throughout 
the world. 

“That having regard to the situation as it exists to- 
day, it does not yet seem practicable to establish an 
international organization in permanent form design- 
ed to achieve these objectives. As an interim objective 
it seems preferable to emphasize the interchange of 
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information between various accountancy bodies, not 
only as to announcements by them on matters of pro- 
fessional principles and practice but also with respect 
to educational and other matters likely to be of in- 
terest to other countries, and as to legislation in par- 
ticular countries which may be of special interest to 
professional accountants elsewhere. 

“With a view to stimulating international co-oper- 
ation it is desirable to work toward an International 
Congress on Accounting to be held at a convenient 
point when conditions seem appropriate, and in the 
meantime every encouragement should be given to the 
interchange of speakers at meetings and conferences 
of accountancy societies in various countries.” 

The American Institute of Accountants was host to the 
meeting and, as usual, filled this role to perfection. 


Mr. Cecil A. Ellis, Chartered Accountant, 
Our whose article, “The Financial Effects of In- 
Contributors ventory Methods’, appears in this issue, re- 

ceived his early accountancy training in 
England, where he became a member of The Society of In- 
corporated Accountants and Auditors. After serving with 
leading international professional firms, and in an execu- 
tive capacity throughout South America and Continental 
Europe, Mr. Ellis came to Canada in 1937. For some years 
he has occupied the position of Chief Accountant to the 
Provincial Electricity Board in Montreal, P.Q. 

Maurice E. Peloubet, C.P.A., who delivered the address 
“Inventory Methods in the United States” to a special meet- 
ing of the Ontario Institute held in November 1947, is a 
Certified Public Accountant who has held high offices in the 
American Institute of Accountants, the National Associa- 
tion of Cost Accountants and the New York and New Jersey 
State Societies of Certified Public Accountants. He is 
known in the United States as “the father of LIFO” and it 
was largely his untiring efforts which convinced the lead- 
ing members of the profession in the United States that this 
basis of inventory valuation was a sound accounting pro- 
cedure. 

Donald B. Marsh, the contributor of the article entitled 
“The Shortage of Dollars’, is well known as Professor of 
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Economics, McGill University and as Economist of The 
Royal Bank of Canada. We are very pleased to have at this 
time his appraisal of Canada’s dollar problem but we re- 
mind our readers, because of its controversial features, that 
opinions expressed in articles published are not necessarily 
endorsed by the Association. The views expressed in Mr. 
Marsh’s discussion are his own. Our readers will no doubt 
be interested to compare their conclusions on the problem 
with his. 


January, 1948. 
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Inventory Methods In the United States 
by Maurice E. Peloubet, C.P.A. 


Inventories have always been with us and are likely 
to be with us for the whole of our professional lives. My 
earliest recollections of accounting work are centred 
around inventories. One of the first audits on which I 
worked as a junior was that of a large tannery. The 
inventory records were kept in a small room, not too well 
ventilated, just over the warehouse door, where the green 
hides were received. While we did not make physical 
tests of that inventory, we, nevertheless, had physical 
evidence of its existence to the extent that for the first 
day or two on the job nobody had much appetite for his 
lunch. 

Among physical inventories I remember making ex- 
tensive physical tests of an inventory of false teeth. I 
knew nothing about the false teeth, but I did know that 
the company had large numbers of them carefully kept 
and arranged. After a day or two I could judge the color 
of a false tooth within three to five shades. The only 
practical value of this knowledge is a totally useless ability 
to astonish dentists. 

As the years went on I learned more and more about 
how to take inventories and how to check them, but the 
thing which puzzled me for years, and which I think was 
a source of confusion to many other accountants, was why 
we took inventories. We knew it had to be done and 
we knew that in many enterprises it was the largest, as 
well as the most troublesome, item in the accounts. Did 
we take inventories to find out how much the company’s 
property would be worth if it were liquidated? Did we 
do it to find out how much the company had invested in 
the inventory, or did we do it to find out or to check on 
the amount of profit that had been made? 

All of us who have been in practice any length of time 
can remember that the accounting literature of 25 or 30 
years ago indicated much confused and loose thinking on 
the purpose of inventories, where indeed accounting 
writers realized that this, rather than the method of 
taking and valuing the inventory, was a serious and im- 
portant practical question. 














INVENTORY METHODS IN THE U.S. 


All this is only one aspect of the change in opinion on 
the relative importance of the balance sheet and income 
account. If we go back to the early days of accounting, 
we will see there an emphasis on the results of trading 
rather than manufacturing and a tendency for account- 
ing to concern itself with comparatively simple transac- 
tions, easily separable from each other and closed definitely 
and quickly. The Hanseatic League, which flourished in 
the 14th and 15th centuries, was primarily an association 
of free mercantile cities of North Germany, Scandinavia 
and the Netherlands. Trade was the predominant interest. 
There was little manufacturing in the modern sense. What 
there was was the product of guild craftsmen rather than 
factories. Venice and Genoa were supreme in the Medi- 
terranean until the discovery of the Americas. They, too, 
were primarily traders and financiers rather than large- 
scale manufacturers. 

A Venetian merchant, at the end of his fiscal year, 
would value the goods in his warehouse at market price 
and would set down the goods he had risked or the money 
he had spent on voyages still uncompleted. He would have 
a similar record at the beginning of the year and he 
would have a record of completed voyages or transactions. 
From this he could prepare a statement of his current 
position and of the results of his closed transactions. He 
would not attempt to value the results of his uncompleted 
transactions further than to carry forward their cost and 
he would not attempt to apportion or allocate his expenses 
which had not been incurred on specific voyages or trans- 
actions. Furthermore, although he did have some long- 
term assets, he was not concerned with depreciation or 
other current allocations of long-term expenditures. Ob- 
viously, such accounting would tend to focus attention on 
the statement of condition and balance sheet. The mer- 
chant would be more interested in “How do I stand?” 
than in “What have I done?” 

As is generally true in accounting, facts and commercial 
practice outran accounting theory. The development of 
large scale manufacturing and the rise of highly compli- 
cated enterprises, such as railroads and other public 
utilities, began to make the “How do I stand?” position 
less and less important and the “What am I doing?” 
position more and more important. The tendency was, and 
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is, to carry property at cost rather than at any current 
or realizable value and to put the emphasis on the income 
statement. The primary importance of the income state- 
ment is now generally accepted. The purpose of the in- 
come statement is to show, as nearly as possible, the 
results of the transactions of the period. 

We came to this general position earlier in the con- 
sideration of depreciable property than we did in the con- 
sideration of inventories. There can, however, be no doubt 
that at the present time the accounting profession, at least 
in the United States, has clearly and definitely accepted 
the proposition that inventories are taken and valued pri- 
marily for the purpose of determining periodic income. 
The inventory value is regarded as a residual amount. 
This is clearly stated in Accounting Research Bulletin No. 
29, issued in July of this year by the Committee on Ac- 
counting Procedure of the American Institute of Account- 
ants. 

It has been my privilege to be a member of that com- 
mittee for several years and I can assure you that, while 
the committee does nothing without mature and deliberate 
consideration, no bulletin ever had more careful thought 
put into its preparation, and no bulletin was ever more 
vigorously discussed than this one. 

Although I was forced to dissent from the Bulletin on 
one point I yield to no one in my admiration of it in 
general. Probably the most important single statement in 
it is the clear and unequivocal declaration that the inven- 
tory is a “residual amount remaining after the matching 
of absorbed costs with concurrent revenues.” 

This is the basic philosophy of present day inventory 
practice and is the test of the adequacy or inadequacy of 
any inventory method. It makes it clear, once and for 
all, that the income account is of greater significance than 
the balance sheet, that annual or periodic accounts are 
merely installments in the long serial story of the life 
of a business and the primitive method of determining 
profits by what we had then subtracted from what we have 
now is no longer adequate for modern business. 

It also pretty well finishes off the mortuary or “pounce” 
theory of valuing assets on the enlightened and progressive 
basis of a not over-intelligent pawnbroker. 

The words “absorbed costs” are full of significance. 
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They set up two simple but vital criteria. “Absorbed” 
means that the costs apply to the sales whether the costs 
were incurred in the period or not and costs incurred in 
the period not applying to what the bulletin so aptly 
calls “concurrent revenues” are to be carried forward in 
inventory. 

The use of the word “costs” means costs determined 
under generally accepted accounting and cost accounting 
principles. 

Another important inventory concept, which is brought 
out in the bulletin, is that practically all inventory methods 
are what our legal friends call “rules of convenience.” 
They are not based necessarily, or even proximately, on 
physical or, what are often so loosely termed, “actual’’ 
facts or occurences. There are few enterprises in which 
it is either practicable or desirable to identify specific costs 
with specific units of material or specific articles. It is 
only when each unit of the subject matter of an inventory 
is valuable, and to some extent unique, that this precise 
identification has any justification. Furniture, jewelry, 
musical instruments, rare books, and things of that sort, 
are generally inventoried and catalogued unit by unit. 


Merely because the subject matter of an inventory is 
valuable does not mean that specific units will be valued. 
In an inventory of gold or silver we are not concerned 
with a particular sheet or bar of gold or silver. All we 
are concerned with is the weight and fineness. Bulletin 


No. 29 brings this out clearly where it says: 


Statement 4 

“Cost for inventory purposes may be determined under 
one of several assumptions as to the flow of cost factors (such 
as “first-in first-out,” “average,” and “last-in first-out”); the 
major objective in selecting a method should be to choose the 
one which, under the circumstances, most clearly reflects per- 
iodic income. 

Discussion : 

“The cost to be matched against revenue from a sale may 
not be the identified cost of the specific item which is sold, 
especially in cases in which similar goods are purchased at 
different times and at different prices. Ordinarily, under those 
circumstances, the identity of goods is lost between the time 
of acquisition and the time of sale. In any event, if the ma- 
terials purchased in various lots are idengjcal and interchange- 
able, the use of identified cost of the various lots may not 
produce the most useful financial statements. This fact has 
resulted in the development and general acceptance of several 
assumptions with respect to the flow of cost factors to provide 
practical bases for the measurement of periodic income. These 
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methods recognize the variations which exist in the relationships 
of costs to sales prices under different economic conditions. Thus, 
where sales prices are promptly influenced by changes in re- 
productive costs, an assumption of the “last-in first-out” flow 
of cost factors may be the more appropriate. Where no such 
cost-price relationship exists, the “first-in first-out” or an “av- 
erage” method may be more properly utilized.” 


As soon as we leave the simple and easily understood 
inventory method of specific identification, we have em- 
barked upon a “sea of troubles.” We cannot “by opposing 
end them.” Instead we must live with them and accom- 
modate ourselves to them. 

No one assumption of the flow of cost factors is in any 
closer necessary agreement with physical facts than any 
other. The only cheering side to this is that it really 
doesn’t matter so long as we have a method which follows, 
with reasonable fidelity, the business methods and policies 
of the management. Men are in business to carry out, 
as best they can, certain policies and purposes. They have 
a choice of means, technical, in selling, in finance and in 
accounting to accomplish these purposes. They are not, 
and cannot, be bound by physical coincidences and idio- 
syncracies where these are in conflict with their policies and 
purposes. 

For a clear, but perhaps somewhat exaggerated, example 
we might consider two foundries. Any foundry uses a 
large amount of coal. Foundry A receives its coal from 
a railroad siding on level ground and removes the coal 
from the cars by a crane which piles the coal in the 
storage yard of the foundry. The same crane subsequently 
picks up the coal and delivers it to the point of consump- 
tion. 

Foundry B is built in somewhat different country. The 
foundry is situated under the brow of a steep bluff or cliff. 
The railroad runs along the top of the cliff. The foundry 
has constructed several concrete bins, not unlike very 
large silos, to receive the coal as it is dumped from the 
cars. It falls into the silos and is removed from them 
by opening doors in the floor and allowing the coal to fall 
into trucks by gravity, which then deliver the coal to the 
productive units of the foundry. 

My hearers are probably saying: “This is a long, 
detailed and unusually dull recital of two commonplace ~ 
situations. It must be nearly time to go home.” Not 
quite yet, for, dull and trite as this example is, it has its 
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value. Would anyone say that the two foundries, carrying 
on a substantially similar business, should cost their coal 
into production on different bases and carry their inventory 
at different values? 

I can hardly believe that any intelligent businessman, 
or any advisor to a businessman, legal, engineering or ac- 
counting, would take such a position. Yet it is precisely 
the position taken by those who contend that inventory 


methods should follow or approximate, or attempt to ap- 


proximate, the physical movement of goods. 

Should foundry A, where the physical movement is on 
a last-in, first-out, or, as we will call it for convenience, 
LIFO basis, as the crane will surely lift off the pile the 
coal last deposited, be on that basis for financial account- 
ing? 

If so, should foundry B, where the first coal dropped 
into the silos must be the first coal released from the 
bottom, be on the FIFO, or first-in, first-out, basis? 

Remember, the two foundries are doing the same sort 
of business in the same sort of way. It does not require 
much analysis to see the essential invalidity of any argu- 
ment for or against an inventory method based entirely 
or principally on physical movement. 

If we cannot rely on physical movement, what must 
we rely on? On whims or ideas or hopes of management? 
Certainly not. We must rely on a definite, consistent 
course of business action. If the operators of a business 
habitually take orders without regard to providing material 
to fill them, if they speculate on the commodity market for 
their particular material by not covering requirements, 
perhaps FIFO is the best method because they are actually 
selling now what they bought then. 

But if they cover by purchase commitments everything 
for which they make a sales commitment, or if they en- 
deavor to provide for or to anticipate sales by making 
purchase commitments and if they require a substantial 
permanent inventory, then they are really running their 
business on LIFO and this should be recognized in the 
accounts by matching “absorbed costs” against “concur- 
rent revenues.” The management has no interest in what 
phyical material fills any particular order. Probably no 
one knows. The management is, however, interested in 
protecting its position by covering its sales and the man- 
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agement costs each sale on the basis of what was bought to 
cover the sales rather than on the basis of what happened 
to be delivered. 

For some inexplicable reason, there is a widespread im- 
pression that the LIFO inventory method is a different, 
new, complicated and unorthodox basis for valuing in- 
ventories. There is also a vague, but widely held, idea 
that it is some sort of a device to stabilize or equalize 
profits. None of these things are true, but it might be 
useful to see whether we can find out why these erroneous 
impressions exist. 


The most serious objection which has been urged 
against LIFO is that it is a device for stabilizing or 
equalizing profits. Of course, any method which does this 
must be based on an improper use of reserves or something 
which has the same effect as reserves. The only way in 
which profits can be stabilized or equalized is by an arbi- 
trary shift of income from one year to another. This is 
a device which, even when fully disclosed, is im»vroper 
and, when concealed, may be considered as criminal, as 
in the Royal Mail Steam Packet Co. case, which you all 
remember. 

- The Accounting Procedure Committee of the American 
Institute of Accountants has taken a position against such 
reserves on several occasions, the latest being in Bulletin 
No. 28 on the accounting treatment of general purpose 
contingency reserves, where, in effect, it is stated that 
reserves for indefinite contingencies should not be allowed 
to affect income at any time. In Bulletin No. 31, issued 
by the same committee, this type of reserves, as applied 
to inventories, is specifically disapproved. 

We may then summarize accepted practice and opinion 
in the United States on the question of whether the LIFO 
method is a device for stabilizing or equalizing profits as: 

(1) In Bulletin No. 29 the Accounting Procedure Com- 
mittee includes LIFO as one of several acceptable 
methods of valuing inventory at cost; 

(2) In Bulletin No. 28 the committee takes a general 
position against permitting reserves for indefinite 
contingencies to affect income at any time; 

(3) In Bulletin No. 31 the committee goes on record 
as being opposed to the application of reserves 
created on an arbitrary basis or for indefinite 
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contingencies as these might be particularly ap- 
plied to inventory. 

We may properly say that LIFO is one method among 
a number of permissible methods of valuing inventories at 
cost. The question then arises, “What cost?,” and the 
answer is, “The inventories are valued on the basis of 
the cost either at the date of the adoption of LIFO or at 
the date of accumulation, if the accumulation takes place 
after the adoption of LIFO. In any case the valuation is 
at cost. This cost may be more or less than market, but 
under LIFO, as its use is prescribed in the regulations of 
the United States Bureau of Internal Revenue, this cost 
cannot, fer tax purposes, be modified by reduction to 
market. It is not impossible for LIFO costs at some time 
to be higher than current market. 

My own opinion is that the United States Treasury 
rule is sound and does not work to the disadvantage of 
the taxpayer. The right to reduce inventories to market 
when market is below cost cannot be particularly import- 
ant to taxpayers on LIFO as they have never made any 
serious efforts to have this right granted to them. 

It may be urged that the cost in the LIFO inventory 
is not a current cost. This is true but, if we consider that the 
LIFO inventory is, generally speaking, an inventory which 
must be maintained and cannot be sold, there should be 
no more objection to carrying this asset at original cost 
than there is to carrying buildings and machinery at or- 
iginal cost. The investment is there and must be main- 
tained. 

All this indicates, not the general superiority of one 
method to another, but merely that all cost methods of 
valuing inventories apart from specific identification are 
based on assumptions and may result in inventory prices 
which vary widely from replacement values at the close 
of any particular period. So long as the inventories are 
carried at cost on a consistent method, variations below re- 
placement cost have little significance. What we are trying 
to do is to arrive at the matching of absorbed costs with 
concurrent revenues. If this is best accomplished by 
FIFO, that is the method to use; if it is best accomplished 
by LIFO, that is the method to use. The allocation of 
specific purchases to specific sales or production is another 
method which is frequently useful, as are the various 
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methods of averaging costs. In any case, if costs and 
revenues are properly matched, the inventory must of 
necessity be valued on a fair and consistent cost basis. 


When we consider the possibility of stabilizing profits, 
there is much more likelihood of artificial shifts of income 
under the FIFO method at the lower of cost or market 
than there is under the LIFO method without opportunity 
to reduce the inventories to market. Reducing an inven- 
tory to market always has the effect of shifting income 
from one year to another. Writing inventories down to 
market is a method of anticipating a loss. It is creating 
a reserve for the loss which will or may be realized when 
the inventory is sold. 


The justification for writing inventories down to mar- 
ket is largely a pragmatic one. It is an application of 
the old rule which requires us to take losses and let profits 
run. In some cases the recognition of realizable or re- 
placement value is a method of allocating costs to the period 
to which they apply. In the “retail method,” for instance, 
the write-downs to realizable value represent the cost of 
keeping an assortment of style goods necessary to give 
customers a choice during the buying season. However, 
where the inventory consists of an open market com- 
modity, the price of which is temporarily reduced at the 
end of a period, the situation is entirely different. Here 
there may be every reason to believe that in the next year 
the price of the commodity will rise. If we knew the price 
of the commodity would rise, we might not write down the 
inventory. In any case, we have here an arbitrary shifting 
of income for the sake of conservatism, and, perhaps an 
example of inventory reserves. 


Under LIFO, as permitted for tax purposes in the 
United States, no such shift is possible. The method has 
worked well in the United States and, in my opinion, it 
would be preferable not to permit the write-down to mar- 
ket if LIFO is used. 


From one point of view the LIFO method is of com- 
paratively narrow application; that is, there are not a large 
number of industries to which the method is especially 
well adapted. However, when we consider the volume in 
the small number of industries to which LIFO is well 
adapted, we find we are covering a substantial segment of 
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the business community. Broadly speaking, any enterprise 
where, 

(1) heavy inventories of raw materials must be carried, 
say requirements for three to six months or 
more; 

(2) where the raw material is substantially homogen- 
eous and interchangeable; for instance, leather, 
cotton, copper or crude oil; 

(3) where the price is subject to fluctuations, and 

(4) where the price of the finished product represents, 
to a large extent, the cost of the material con- 
tained in the product, 

the use of LIFO is indicated. There may be other situa- 
tions where LIFO would be proper, but these industries 
are the typical examples. Among such industries are the 
tanning of leather, manufacture of petroleum products, 
smelting, refining and manufacture of nonferrous metals, 
the manufacture of steel and most textile operations. 

We have had about nine years’ experience with LIFO 
as used for Federal income tax purposes in the United 
States. Some companies used this or similar methods in 
their corporate accounts many years before. It is an es- 
tablished and well tried method in the United States both 
for corporate and tax purposes. Since the enactment of 
the Revenue Act of 1939 much study has been given to 
the use and application of the method. Some clarifications 
have been introduced into the regulations, but essentially 
the provisions of the 1939 Act have remained unchanged. 

No difficult problems of administration have been en- 
countered—at least none so difficult as to cause further 
protest from the Bureau of Internal Revenue, or to en- 
courage the Bureau to recommend the repeal or modifica- 
tion of the basic legislation. 

Many economists believe that the use of LIFO by 
large corporations in their corporate accounts, and particu- 
larly in income reporting, is a force working against infla- 
tion in prices both of commodities, manufactured products 
and securities. The use of the LIFO method is accepted 
by the Securities and Exchange Commission in reports 
submitted to it. It is not only accepted but is regarded 
with favor by banks and other credit grantors. We are 
not dealing with something new and untried, nor are we 
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dealing with something the business and economic effects 
of which cannot be measured. 


At the time of the passage of the 1939 Revenue Act 
some officials of the Bureau of Internal Revenue were ap- 
prehensive of large revenue losses from the use of LIFO. 
Several highly pessimistic estimates were made and 
brought forward in the course of hearings on the Act. 
However, these gloomy forebodings did not materialize. 
Treasury estimates of expected revenue have been uni- 
formly below the revenue actually collected since the pas- 
sage of the 1939 Act. The real effect on the revenue of 
the use of the LIFO method has been to collect taxes on 
income as and when actually realized rather than to collect 
income on fictitious profits caused by the writing up of 
stocks of raw material which could not be sold in one year 
and the writing down of the same stocks of raw material 
in another year. 


Over a long period, an economic cycle or the time from 
the inception to the liquidation of an enterprise, it is prob- 
able that corporate income, under LIFO would be the same 
as under FIFO. Any effect on revenue would result from 
shifting income from one year to another at different tax 
rates. However, in those industries to which it applies, 
LIFO is a distinct benefit in that it requires the payment of 
taxes only when income is realized in a form which can 
be used for the payment of taxes; that is, revenue derived 
from sales. 


If an enterprise which should use LIFO were to use 
FIFO, several undesirable things would happen on a rising 
market. Profits would be exaggerated. Taxes would be 
paid on those profits. Dividends would be paid. The 
profits might be the occasion for demands for increased 
wages. But all this time the unfortunate taxpayer would 
be pressed for capital, in spite of his profit showing. 


Why would this be so? Primarily because the so-called 
profits were represented by inventory on hand at a low 
price at the beginning of the year and by an inventory 
of the same physical amount and content at the end of 
the year at a higher price. Prosperity and expansion 
bring demands for capital under any method. Under LIFO 
the expenditures for taxes are minimized on a rising 
market and less distributable profit is shown. The need 
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for working capital on a rising market is a commonplace 
experience. 

When business begins to contract among the first signs 
are the accumulations of cash in businesses formerly mak- 
ing full use of their capital for expansion. 

When things slow down accounts are collected, less new 
business is done and, in general, partial and temporary 
liquidation takes place. At this time there may be LIFO 
tax to pay when there would not be any on a FIFO basis. 
This should not be burdensome, as taxable income will be 
the same in the long run. 

Perhaps the revenue might gain eventually because of 
the increased prosperity and activities of the industries 
to which LIFO is applicable. This is because with tax 
being paid only on realized income, the working capital 
position of taxpayers is much better and they can afford 
to take full advantage of their opportunities in prosperous 
periods and will not be damaged in periods of contracting 
business. 

LIFO is not a device for minimizing, equalizing, evad- 
ing or avoiding taxes. It is merely a method of valuing 
inventory at cost for the purpose of matching current costs 
against current revenues. Its object is to determine re- 
alized distributable income which in turn means that taxes 
will be paid on realized income only and that dividends 
will be distributed from realized income only. These are 
important factors in the stability of the economic system of 
any country and the use of a method which will produce 
these results will operate to the benefit of the country’s 
revenue and of its economic life as well. 
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The Shortage of Dollars 
by DONALD B. MARSH 


Professor of Economics, McGill University 
Economist, The Royal Bank of Canada 


The shortage of dollars in the international market is 
the symptom of a basic maladjustment. Similar maladjust- 
ment was apparent on a smaller scale in the 1930’s; but it 
has been immeasurably increased by the devastation of 
war. 


Shortages of Key Currencies, Yesterday and Today 

In the settling of international accounts, there 
Key is always a key currency in terms of which 
Currencies the clearings take place. In the 19th and 

early 20th century, the world’s key currency 
was the £ sterling. Between the wars, sterling regained 
some of its former importance; but its key position was 
shared with the French franc and to a large extent eclipsed 
by a new monetary power, the American dollar. 

When key currencies are tied to gold, subsidiary cur- 
rencies are similarly tied through their relation to the 
key currency. Nevertheless the pre-1914 gold standard 
was essentially a sterling standard; and most countries 
held their reserves, not in gold, but in gold-backed sterling 
balances. Similarly, the Canadian dollar was linked to 
gold through the maintenance of New York balances in 
American dollars. The importance of the key currencies 
became apparent when England abandoned gold payments 
in 1931. The currencies linked to sterling remained in 
the sterling bloc. Similarly, the currencies linked to the 
dollar remained in the dollar bloc when America aban- 
doned gold in 1933 and when she adopted a modified gold 
standard in 1934. 

A key currency is always potentially a scarce 
Scarce currency. And a currency becomes scarce in- 
Currencies ternationally when the demand for that cur- 

rency to pay for imports of goods, services, 
and evidences of debt becomes excessive relative to the 
supply of that currency released for general use by exports 
of goods, services and evidences of debt to the scarce-cur- 
rency area. 
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But there were methods of correcting the 
Correction scarcity of a key currency, some of which 
of Scarcity were automatic, some surprisingly non-auto- 
matic. The automatic mechanism worked 
through (1) a movement of the exchanges within the “gold 
points”; (2) a run on foreign-exchange reserves and con- 
sequent restriction of credit in the deficit country; (3) a 
rise in balances and easing of credit conditions in the sur- 
plus country. The movement of the exchanges, though 
slight, tended to restrict imports into the deficit country 
and to expand its exports. Credit restriction in the deficit 
country cut down imports by cutting down spendable in- 
comes, and tended to increase exports to the extent that 
prices fell with the deflation of credit. Easing of credit 
in the surplus country increased imports into the surplus 
country and tended to cut down its exports to the extent 
that prices rose with the inflation of credit. 
But large maladjustments are less likely to 
The Non- yield to the automatic forces; for if the key 
Automatic currency were not properly managed, the auto- 
Forces matic forces could result in privation and un- 
employment in deficit countries. The stability 
of the pre-1914 gold standard owes much to the automatic 
forces, so far as these corrected short-term fluctuations in 
balances of trade. But it probably owes still more to the 
non-automatic management of sterling as the world’s key 
currency: the twin pillars upon which this solid structure 
stood were ready international lending and free trade. 
Finally, there are certain conditions of the 
The “Right” economic environment that must be met be- 
Conditions fore international trade can carry on with- 
out disrupting shortages of key currencies. 
The most important of these are (1) a world pattern of 
exchange rates fixed, by the market or otherwise, to reflect 
Balance-of-Payments reality; and (2) the interdependent 
condition of the international convertibility of currencies 
which makes possible the financing of multilateral trade. 
In 1926, England returned to gold, but the pre-war 
parity made sterling an overvalued currency. The result: 
a “shortage of dollars” culminating, in 1931, in the wreck 
of the international gold standard. After 1931, many 
countries of Europe maintained overvalued currencies by 
an invention of the devil known as “exchange control”. 


JANUARY, 1948. 21 














THE CANADIAN CHARTERED ACCOUNTANT 


Again, the dollar was chronically short in supply. Euro- 
peans often blame this shortage on the American tariff 
or on the American depression, with some justice in both 
cases; but the real lesson of the thirties is that a dollar 
shortage is inevitable so long as world currencies are over- 
valued in terms of dollars. This was true in the 1930’s 
and it is even more compelling today. Since World War 
II, the American dollar is unchallenged as the key cur- 
rency in which international trade is carried on; and it 
is notorious today that almost every other currency is 
overvalued relative to this world-unit of account. 
Special Problems of Today’s Dollar Shortage 

The first important cause of the present 
European shortage of dollars is production failure in 
Production Europe. This is true both of the European 

shortage and of shortages in other coun- 
tries without production problems. This shortage has 
been relieved so far by loans and gifts from the United 
States in the best tradition of key-currency management. 
But the fundamental solution must wait upon the re- 
covery of Europe. 

It must be remembered, however, that the recovery 
of Europe does not necessarily in itself imply the final 
solution of the dollar shortage. The recovery of Europe 
is merely the prerequisite to any final solution. Even if 
the production problem were solved we might still find 
that the “right” conditions (above) had not been met: 
European currencies might still be grossly overvalued, 
free convertibility non-existent, and multilateral trade a 
dream. In other words, the solution of Europe’s produc- 
tion bottlenecks is a prerequisite to a genuine solution of 
the dollar problem; but there will be much left to be 
done even after Europe has recovered her former produc- 
tive strength. 

In any given country, the production problem may be 
solved; but then other problems appear and dollars may 
still be short. These problems are it is true upon a 
higher level. Indeed, most progress in this post-war world 
amounts to little more than a movement towards a higher 
class of dilemmas. In this gloomy path to progress in 
solving the dollar shortage, Canada is relatively well off; 
Great Britain much less so, but still well ahead of con- 
tinental Europe. 
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It is not always realized that, in terms of real 


British production for export, Britain is not doing 
Terms of so badly. In 1946, the volume of imports was 
Trade only 24 of the 1938 level, but the total money 


value was much higher owing to the great 
increase in import prices. In contrast the volume of ex- 
ports was 9/10 of the 1938 level. Again the money value 
was higher, but not so much higher in relation to volume 
as the money value of imports. Thus, in terms of real 
goods, Britain’s international balance of 1946 was an im- 
provement over 1938. 

The result is apparent in shortages, but not in a redress 
of the Balance of Payments in money terms. Austerity, 
it seems, is not enough. Britain must export much more 
relative to imports today than she did in 1938, if she is to 
attain the desired balance in her international accounts: 
import-price rises (210% over 1938) have hurt her more 
as a buyer than export-price rises (196% over 1938) have 
helped her as a seller. In other words, she has poorer 
“terms of trade’. 

Canada is relatively fortunate. Production it- 
Canadian self is not the immediate problem. Neverthe- 
“Soft- less the dollar crisis affects Canada both as 
Currency” a seller and buyer in world markets. As a 
Exports seller, she is forced by the world shortage of 

dollars more and more to sell for “soft cur- 
rencies”, or on loan, or not at all. As a buyer her pros- 
perity has made Canada a better customer of the United 
States than ever before. Thus Canada’s exports during 
the first half of 1947 reached the record figure of $1,328.5 
millions; but her imports set a record too, $1,256.7 mil- 
lions. This looks like a modest excess of exports over 
imports, but unfortunately about $980 millions of total im- 
ports came from the United States with less than $480 
millions of exports as an offset. In other words, Canada 
had a deficit balance with the United States of $500 mil- 
lions for the first six months of 1947, an annual rate of 
$1 billion. With various offsets taken into account the 
net dollar deficit may reach $900 millions for 1947. 

Now Canada’s deficit balance with the United States 
might not be serious in itself, if it were not for the dollar 
shortage among Canada’s other customers. For many of 
these, notably Britain and Continental Europe, cannot ex- 
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port enough to earn the dollars they need if they are to 
pay Canada in dollars or in currency convertible into 
dollars. There is no lack of export markets for European 
goods, there is a simple lack of production. Thus the two 
parts of the dollar crisis fit together. If the European 
production problem could be solved, we should have the 
prerequisite to the solution of Canada’s problem and of all 
the other financial problems surrounding the so-called 
“shortage of dollars”. 


Alternative Methods of Meeting the Dollar Shortage 

It is not within the power of any nation faced with a 
dollar shortage to decree European recovery. Neverthe- 
less, the national crisis must be met and measures must 
be adopted that are within the power of the national state. 
Aside from loans, which depend upon the lending policy of 
other states, the nation faced with a dollar shortage today 
can select from three major policies, or it may combine one 
or more of them: (1) deflation; (2) devaluation; (3) im- 
port restrictions through exchange control. 


The post-war shortage of dollars is clearly 
(1) Deflaton one in which the purely automatic forces 

might not be adequate, even if they were 
allowed to work. We must note, however, that forces very 
similar to the old automatic forces appear furtively from 
time to time. Indeed, reasonable facsimiles are sometimes 
manufactured directly by the government. 


For example, running down our reserves of American 
dollars has made it possible for the government to reduce 
its indebtedness. The commercial banks buy American 
dollars from the Foreign Exchange Control Board and 
the Canadian dollars so obtained have been used to reduce 
the national debt. This in itself is deflationary; that is, 
it tends to contract one kind of bank credit. But it has 
not been enough. The effect has been, not to contract im- 
ports, but to keep them from being as large as they might 
have been if Canadian incomes had been inflated still 
higher. What is needed, clearly, is something more defla- 
tionary than the mild, and expensive, deflation and debt 
reduction achieved by running down our American-dollar 
reserves. 

24 











THE SHORTAGE OF DOLLARS 


The London Economist has recommended 
Deflation of the deflation of export prices as a means to 
Export Prices the expansion of British exports over the 
next few years. The gold standard used 
to accomplish this deflation automatically; but the inter- 
national gold standard is no longer with us. Canada’s 
version of the gold standard was the gold-exchange stand- 
ard; that is, Canadian currency was backed not by gold 
directly but by U.S. dollars convertible into gold. A run 
on these New York dollar balances was the signal for 
credit deflation in Canada. Today the same signals are 
flying but except for the mild effect mentioned above, the 
automatic machinery is no longer working. Thus the 
cutting of Canadian incomes and prices through deflation 
must be accomplished by other measures or not at all. 

In the present sellers’ market it is doubtful whether 
export-price cuts would serve to expand exports very 
much. And, where production is still a problem, as in 
England and the European continent, current production 
for export is largely exhausted at current export prices. 
Nevertheless, the long-run problem can be met only by 
lower export prices reflecting increased efficiency, or by 
the devaluation of currently overvalued currencies. France 
and Italy are already feeling the burden of overvalued 
currency plus high export prices; as a result, devaluation 
has already occurred (on a monthly basis) in Italy, and 
it is almost a certainty in France. The same export 
problem will eventually confront Great Britain with her 
overvalued pound sterling. 

It is unlikely, however, that France, Great Britain, or 
Canada will choose the politically austere method of de- 
flating export prices, and prices in general, by an all out 
attack upon inflation at home. In the absence of the gold 
standard, therefore, price deflation is an unlikely cure for 
the dollar crisis. And even with the gold standard, crises 
like the present one would probably lead to one of its 
periodic breakdowns. Unfortunately the gold standard 
seems more often to be a symptom of international sta- 
bility than the cause of it. 

But the effect of deflation on incomes would be very 
important. Indeed, reducing the inflationary pressure both 
on domestic goods and on imports is the only fundamental 
cure for our present economic ills. The problem is, how 
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can this deflation be achieved with a minimum of hardship 
and a maximum of effect? 
Devaluation has several important ef- 
(2) Devaluation fects that are not always considered 
very carefully in the heat of public dis- 
cussion. On the import side, exchange devaluation has the 
prima facie advantage that it avoids the necessity of defin- 
ing what is “necessary”; and it thereby eliminates at once 
a host of bureaucratic decisions that must, at their base, 
be arbitrary. Moreover, it would check the growth of 
exchange-control devices, which are objectionable in them- 
selves, dangerous in their political implications, and incon- 
sistent in the long run with freedom of enterprise and 
multilateralism in trade. 
The official position seems to be that (1) ex- 
Objections change depreciation would raise the cost of 
living by raising the prices of “essentials” 
(e.g., coal) ; and (2) that imports would not be curtailed, 
because inflationary pressure has dulled the consumer’s 
response to price changes. This argument is inconsistent 
on the surface, but properly interpreted it has some weight. 
Consumers as a whole may be insensitive to price changes, 
owing to high incomes, and yet, owing to inequality in the 
distribution of income, price rises in “essentials” may 
cause hardship to those groups of the population whose 
incomes are low. 
The effectiveness of exchange devaluation 
The Case for’ is underrated in current discussion, par- 
Devaluation ticularly in official pronouncements on 
the subject. Exchange devaluation may 
have little immediate effect on imports if the sensitivity 
to price, or the “price elasticity of demand”, is low at 
home; but this does not mean that devaluation will be 
ineffective. Exchange devaluation could be effective in 
the long run even if price elasticity were zero. But with 
low price-elasticity, the operation is complicated because 
it affects incomes first, and import demand afterwards. 
Similarly, exchange devaluation may have little immediate 
effect on exports if the price-elasticity of demand is low 
abroad; but again devaluation may be effective in the 
long run through its effect on foreign incomes, and in 
certain cases it may be effective for other reasons which 
we shall consider later. 
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No one seriously argues that devaluation will 
Effect of increase the demand for imports; and it 
Devaluation seems safe therefore to argue that exchange 
on Imports devaluation will either decrease imports or 

leave them unchanged. If devaluation de- 
creases imports, and to the extent it does, the Canadian 
dollar position will be strengthened. This is the tradition- 
al argument for devaluation. If devaluation does not de- 
crease imports, and to the extent that it does not, Cana- 
dians will in effect pay a tax roughly equal to the percent- 
age of devaluation applied to the value of imports. 

Thus if imports did not decrease at all, the “tax” would 
be about $250,000,000 for 1947. This extra money is taken 
from consumers in the form of a rise in the Canadian- 
dollar price of imports; but this is not the same as a price 
rise in Canadian goods: for a price rise in Canadian goods 
increases the incomes of other Canadians and encourages 
further price rises and further inflation. In contrast, the 
“tax” due to devaluation disappears into the Canadian 
banking system, dollar accounts are debited abroad, and 
total bank assets are unchanged (ignoring commissions). 
Thus the extra money stays in the banking system; or, if 
more American dollars are sold to the banks from Canada’s 
reserves, the extra money goes to the Foreign Exchange 
Control Board. In either case, therefore, money income 
available to Canadians declines by the amount of the rise in 
the Canadian-dollar price of imports. 

Now the “income effect” of this “tax” should be signi- 
ficant. It would mean in our example, that Canadians in 
general would have $250,000,000 less to spend. Just as 
they would have $250,000,000 less to spend if income tax 
receipts were raised by one-third. Indeed the devaluation 
“tax,” unlike the income tax, would hit spending only and 
exempt saving. Thus the anti-inflationary effect of deval- 
uation would be greater than that of a comparable rise in 
income tax. 

Aside from rigid exchange control, or a fortuitous trend 
of events, there is no way for a Balance-of-Payments deficit 
to be remedied if there is continued inflation at home. Ex- 
change devaluation has the effect on the import side of help- 
ing to make possible a deflation of domestic demand. Given 
the deflation of domestic demand in general (through the 
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income effect of devaluation), price effects become import- 
ant in directing demand into the cheaper channels. Initial- 
ly, demand for imports and domestic goods will be reduced: 
but, owing to exchange devaluation, the relatively dearer 
imports lose out to the relatively cheaper domestic com- 
modities; and again there is a movement towards Balance- 
of-Payments equilibrium.* 

It is argued sometimes that exchange deval- 
Devaluation uation would not increase Canadian exports 
and Exports because of price insensitivity abroad, espec- 

ially in the United States; and, sometimes 
as a corollary argument, that we should be merely giving 
away part of our exports by taking less American dollars 
for the same export volume. Both of these arguments 
might be true if it were not for one fact: Canadian exports 
are 100 per cent invoiced in American dollars by order of 
the Foreign Exchange Control Board. Because this is true, 
devaluation would have no immediate effect on the volume 
of American exports to the United States, but it would in- 
volve a subsidy to those Canadian exporters selling in the 
American market. Moreover, this subsidy would affect all 
exporters and not merely those who export gold. It 
would provide an economic incentive to export to the 
American market rather than to soft-currency areas. 


The optimum effect on Canadian exports could be secur- 
ed by invoicing certain goods in American dollars; certain 
others in Canadian dollars. Ideally, goods for which the 
American demand is inelastic, or insensitive to price 
changes, should be invoiced in American dollars; goods for 
which the American demand is elastic, or sensitive to price 
changes, should be invoiced in Canadian dollars. In the 
first case, exporters would get a subsidy that would en- 
courage them to export; in the second case, exporters would 
find a wider market owing to a fall in the American price 
of their product due to the cheaper Canadian dollar. 


*It may be objected that the import limitation will effect all coun- 
tries alike, and will therefore make the problems of soft-currency 
countries more difficult. But all import restrictions are supposed to 
be non-discriminatory, although quota formulae may make possible 
a contradiction of the whole spirit of nondiscrimination without vio- 
lating the letter of agreements under the I.T.O. Charter. The real 
answer of course is that soft-currency countries ought themselves to 
devalue. 
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Import restrictions by prohibitions and 


(3) Import quotas, enforced, as a rule, by exchange 
Restrictions regulation, do restrict imports of the 
through Ex- commodities to which they apply in a 


change Control most visible and satisfying way. But 

these restrictions have unfortunate in- 
flationary effects. Any programme that limits imports will 
increase the scarcity of goods in Canada and raise prices. 
Whether the landed cost of the restricted imports rises or 
not, the price to the consumer of the imports that do get 
in, and of their domestic substitutes, will rise: first, because 
of the increased pressure of income directed towards fewer 
goods; and, second, because of a further rise in income due 
to the profits of the importers and the sellers of domestic 
substitutes. All goods, luxuries or necessities, imported 
or domestic, will feel the force of this inflationary pres- 
sure. We cannot avoid a rise in prices merely by avoiding 
devaluation. Indeed, the deflationary aspect of devalua- 
tion is absent under import restrictions; and one would 
expect the inflationary pressure from a given drop in im- 
ports under restrictions to be greater than the net inflation- 
ary pressure from a similar drop in imports under deval- 
uation. In either case, price controls (accompanied by 
subsidies under devaluation) can keep key prices in line if 
that seems necessary; and the difficulties of containing ex- 
cess demand should be less under devaluation than under 
restrictions, owing to the deflationary income effect dis- 
cussed above. 


The Government Programme 
The government programme, announced by Mr. Abbott 
on November 17th, is an eclectic one. It covers several 
of the alternatives open to a country with a net Balance- 
of-Payments deficit in terms of a key currency. 
It is hard to assess the export programme. 
The Export Clearly, exports to the United States made 
Programme possible by new production or by diversion 
of exports from soft-currency areas would 
be a less painful alternative than a drastic cut in imports. 
The success of the programme seems to depend in part on 
the effectiveness of government persuasion and pressure, 
particularly on U.S. branch plants in this country. In en- 
couraging new production for export or for independence 
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from certain imports, the government’s programme must 
meet difficulties both of fact and of principle. Success of 
the programme, regardless of its merit, will depend upon 
(1) the possibility of developing industrial production in 
Canada on a sufficiently large scale to compete with estab- 
lished mass production in the United States; and (2) the 
possibility of getting manpower to work in these new plants 
in the face of hyper-employment in Canada. The ultimate 
merits of the programme depend upon whether previous 
production has been inhibited by the inefficiency of Cana- 
dian production or by the ruling of a foreign parent cor- 
poration. If the latter, the cause of multilateral trade will 
be served by freeing the Canadian branch or subsidiary to 
make the goods, for home use or export, for which it is 
the most efficient source of supply. 

The excise taxes, though the least popular, are 
Excise perhaps the most economic part of the govern- 
Taxes ment’s programme. These taxes of 25 per cent 

on consumers’ durable goods have some of the ef- 
fect of an equivalent devaluation of the Canadian dollar; 
and their potency will depend upon the same principles. 
These taxes, like all excises, differ from ordinary costs in 
that they may have a net deflationary effect on Canadian 
incomes. If they restrict buying, and to the extent that 
they do, our dollar problem will presumably be eased. If 
they do not immediately restrict buying, and to the extent 
that they do not, they will result in a drain of Canadian 
dollars from Canadian pockets with no corresponding flow 
of Canadian dollars to other Canadian pockets. Unfortun- 
ately, the new excises do not apply to imports only; for it 
is impossible to define the “import content” of various dur- 
able goods. The excise taxes, therefore, do not provide the 
precise instrument for limiting imports that is provided 
by devaluation. Where they do not affect imports, these 
excises, like all excises before them, introduce an arbitrary 
element into the nation’s price system and interfere with 
its allocating efficiency. Nevertheless, even where they 
miss imports entirely, their effect is deflationary and there- 
fore discouraging to imports; and where they interfere 
with the efficient allocation of resources it may be argued 
that proper allocation is much more inhibited by the hyper- 
employment and inflation which the taxes are designed to 
curb. 
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The original $7 per ounce subsidy on gold pro- 
The Gold duction* was a device for achieving deliberate- 
Subsidy ly what exchange devaluation would achieve 

automatically: a rise in the Canadian dollar 
value of a given U.S. dollar value of Canadian gold ex- 
ports. The protest of the International Monetary Fund 
suggests that they could see little difference between the 
government’s action and a 25 per cent devaluation vis a vis 
gold exports. However, under this as well as under the 
revised programme**, the greatest subsidy is intended to go 
to marginal production. The intention is to prevent wind- 
falls, at the risk of limiting the effectiveness of the subsidy. 
The complicated formula of the revised subsidy is likely 
in any case to cause much grief; but the indirection ap- 
parently overcomes the objections raised by the Interna- 
tional Monetary Fund. There is of course no subsidy to all 
exports consigned to the United States, such as would occur 
if Canadian goods invoiced in U.S. dollars were suddenly, 
through devaluation, to become worth more Canadian dol- 
lars than before. The subsidy is partial, not complete. It 
encourages what is for the world as a whole a most un- 
economic, not to say stupid, use of scarce economic re- 
sources. Moreover, the subsidy is, to say the least, un- 
welcome to the United States Treasury. Again devalua- 
tion might be superior for the immediate purpose: (1) The 
subsidy to exports would be large and all exporters to the 
American market would benefit; (2) the subsidy would be 
automatic and neither the Treasury nor the Fund would 
have formal grounds for complaint***. 


The import restrictions through prohibitions 
Prohibitions and quotas administered by the Foreign Ex- 
and Quotas change Control Board have already brought 

price controls in their wake. It seems odd, 
indeed, that decontrol should have been allowed to go so 
far if the government knew in May (or even later) how 
it was going to feel in December. Selective price controls 





*In excess of production in the base year June 30, 1946,—June 30, 
1947. 

**A subsidy, of one-half the excess over $18 per ounce of a mine’s 
actual production costs, applied to production in excess of two-thirds 
the production of the base year June 30, 1946—June 30, 1947. 

***The Fund could object if devaluation were carried the initial 
10% without consultation, or beyond 10% without special permission. 
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will, of course, redirect demand to goods not under ceilings 
including imports not yet subject to prohibition or quota. 

The prerequisite to the success of any programme for 
fundamental readjustment is a reduction in inflated in- 
comes and the inflated spending that arises from them. In 
this respect, the government’s programme is not a com- 
plete answer; and we may expect further revisions. More- 
over, prohibitions and quotas must be applied according 
to the principle of non-discrimination: that is, all foreign- 
ers must be mistreated alike. As a result, we are having 
difficulty saving American dollars without inadvertently 
saving pounds sterling. The application of prohibitions 
to Great Britain, other Empire countries, and “soft-cur- 
rency” countries in general, can only serve to make the 
world dollar shortage worse than before. 

Longer-Run Hopes 

Over the next few years, the fundamental 
The Geneva __ solution of the dollar crisis will depend not 
Pacts and only on short-run measures for import re- 
the I.T.O. striction adopted lately -by Canada, and 

much earlier and more austerely by Great 
Britain, but on the volume and direction of trade under the 
New Geneva pacts and the effect on trading policy of the 
new International Trade Organization (I.T.O.). 

It is a hopeful sign that these pacts could be arranged 
and the I.T.O. charter provisionally approved in 1947. A 
similar effort in 1927 was a complete failure. But we must 
not become too optimistic. What has happened is this: 
(1) the trade concessions granted by the United States will 
begin to operate immediately at the beginning of the year; 
but, in the absence of a greatly revived European produc- 
tion, the effect on American imports will be slight. 
(2) The trade concessions granted by the British Empire 
and Western Europe will not be even formally effective 
owing to the loophole allowed countries having Balance- 
of-Payments difficulties; and, since countries with over- 
valued currencies have chronic Balance-of-Payments diffi- 
culties, there is little likelihood that their concessions will 
become effective for some time. Finally, (3) when the 
rest of the world solves its production problem, the United 
States may invoke another escape clause in the I.T.O. char- 
ter applicable when concessions cause undue hardship to 


domestic producers. 
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The real barriers to trade today are not tariffs, but the 
failure of production in a key trading area and the inter- 
related problems of overvalued currencies and exchange 
control. The trade pacts are excellent reserves for later 
use; but the present problem can only be met by breaking 
down the barriers to trade that are actually effective today. 

We have overlearned the lessons of the 
The 1980's 1930’s. The fundamental lesson of that de- 
and Post- cade was that unemployment could persist 
War Reality unless measures were taken to prevent it. 

Policy makers learned at last not to apply 
to an under-employment economy certain economic prin- 
ciples which, though otherwise admirable, were intended 
to apply only to conditions of full employment. The corol- 
lary was that, in international trade, a country should not 
export its unemployment to other depressed countries by 
allowing its currency to depreciate or by other “beggar- 
my-neighbour” policies. Today we are in the full employ- 
ment economy to which classical economic principles apply 
fairly well; but our domestic and international economic 
policy, and worse still our set of mind are, in many in- 
stances, appropriate to conditions of less-than-full employ- 
ment. 

Once education or privation has overcome this cultural 
lag, international economic policy may be turned right 
side up again. Nations will then no longer seek to restore 
multilateral trade by signing pacts and drafting charters 
as an international community, at the same time that ex- 
change restrictions to maintain an overvalued currency 
are boosted by each nation separately. But, until that day 
comes, there will always be a dollar shortage somewhere; 
and the shortage will always be used as sufficient excuse 
to raise barriers to trade far more effective and far more 
arbitrary in their effect on the use of world resources than 
all the tariff walls ever built. 
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The Financial Effects Of Inventory 
Methods 


by Cecil A. Ellis, C.A., Montreal, Quebec 


From time to time attention in business and financial 
circles is drawn to some especially significant and debat- 
able subject. One such subject concerns values to be placed 
upon inventories, and methods to be used when pricing out 
materials issued from Stores for manufacturing and other 
purposes. It has become prominent as a result of certain 
provisions of the Revenue Act (1939) in the United States 
of America. Because these provisions can affect several 
important financial considerations, they have caused much 
discussion in the U.S.A. and elsewhere among industrial- 
ists and accountants who have acquainted themselves with 
their far reaching effects. 

Prior to 1939, the choice of a method for valuing inven- 
tories aroused relatively little discussion. Consistent ob- 
servance of the overriding rule that inventories should al- 
ways be valued at “the lower of cost or market” was con- 
sidered sufficient to protect businessmen, investors, and the 
general public against the ill consequences of anticipating 
inventory profits before they are realized. That rule still 
prevails to varying degrees outside the U.S.A. 


Procedure in the U.S.A. 

The U.S.A. “Revenue Act” of 1939 contained Section 
219 which is important to this discussion. That Section 
extended to all taxpayers in the U.S.A. a right that had 
previously been confined to a few specified industries. In 
effect, that right was to elect to adopt what is known as 
the LAST IN FIRST OUT (LIFO) method of valuing in- 
ventories for income tax purposes. It commenced to apply 
for the first taxable year following December 31, 1938, and 
thereafter. The Act did not disturb the right to continue 
to use the AVERAGE PRICE method, or the FIRST IN 
FIRST OUT (FIFO) method, but it contained no provi- 
sions enabling application of the BASE STOCK method, 
(to be discussed later) for taxation purposes. 

Section 219 of the Act required that whenever a tax- 
payer elects to adopt LIFO for tax purposes, the closing 
inventory for the year immediately preceding such adop- 
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tion must be valued at cost. The same Section also provid- 
ed that once the LIFO method is adopted, it cannot be 
changed for some other method without special authority 
from the Commissioner of Internal Revenue. 


It would seem that by these concessions, the U.S. taxa- 
tion authorities officially took notice of certain tendencies 
of FIFO, which are shared to a lesser degree by the AVER- 
AGE PRICE method. That tendency is to inflate manu- 
facturing and operating profits when market prices for ma- 
terials are high, and to understate such profits when mar- 
ket prices are low. The recognized purpose of LIFO was 
to counteract those tendencies; to iron out the peaks and 
valleys of profits which the two methods just mentioned 
tend to aggravate, and to guide business profits more into 
line than otherwise with the realities of business conditions. 


Procedure Outside the U.S.A. 

In contrast to the regulations in the U.S.A., the latest 
Canadian Income Tax Bill contains no official reference to 
LIFO, or to any other method for valuing inventories. It 
merely provides that, for purposes of income tax, inven- 
tories must be valued at “the lower of cost or market 
prices,” or, “in such other manner as may be determined 
by regulation.” Similar procedure applies in Great Britain 
and in various other countries where business profits are 
taxed. Nevertheless, taxpayers in Canada, (and probably 
elsewhere also) are required, when submitting their tax re- 
turns, to name the inventory basis they have used in deter- 
mining their profits as reported. Upon receiving such in- 
formation, the taxation authorities apply their own regula- 
tions; and if necessary they adjust the reported inventory 
values when determining taxable profits. 

Each of four different methods which are generally re- 
cognized for valuing stores transactions will produce its 
own separate operating or manufacturing profits; and its 
own “cost” value of inventories at any given date. This 
being so, one may reasonably ask, “What is the correct 
and best method for determining costs of materials used, 
and costs of remaining inventories?” 

When current market prices are below inventory “cost” 
values, the question is less important from a tax stand- 
point, because, being the lower, market values prevail under 
every method. But when the “cost” values are the lower, 
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their consequent use for tax purposes causes the precise in- 
ventory method by which they are derived to affect the tax 
payable. If the taxation authorities, within their right, 
compute inventory “cost” values strictly upon the basis 
of most recent applicable purchase costs, they place the 
taxpayer on the FIFO method for tax purposes. If they 
admit some other means, they place him on some other 
inventory method. 

It is understood that the Canadian taxation regulations 
apply only to taxation, and that they do not affect in any 
way the taxpayer’s right to use any inventory method he 
may like for all other purposes. Having regard to the im- 
portance of the several factors involved, the interest which 
has been provoked in the U.S.A. in stores and inventory 
methods is likely to spread wherever freedom of choice in 
inventory valuation exists. 

Choice of a Method 


A good or a bad choice for valuing stores transactions 
can extend with far reaching consequences upon such mat- 
ters as: estimates of costs when competitive business is 
sought; the determination of accurate construction costs; 
negotiations in labour disputes; and even to the appraisal 
of securities values. The following comments may show 
some readers that their established inventory methods are 
wholly satisfactory. They may suggest to other readers 
the advisability of a change from the method now being 
used. 

Whenever a businessman contemplates starting an in- 
ventory method for a new business, or he is reviewing his 
established method to see if a change can advantageously 
be made, he is faced with a problem which calls for con- 
siderable judgment, and a full knowledge of the financial 
effects of each of the recognized methods from which he 
has to choose. Among the many factors he must consider 
is the need for advantageous timing of the method he is to 
use, for each of the inventory methods now to be discussed 
can be commenced more advantageously at certain times 
than at others. 

The Average Price Method 


This method finds favour often where consideration has 
not been given to any other, or where, after due considera- 
tion, it is preferred. Its operation is simple. In its appli- 
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cation it blends the principal features of both FIFO and 
LIFO. It tends, generally, to produce results somewhere 
between those two methods. Otherwise, it calls for no 
special comment. 

The First In First Out, (FIFO) Method 

The principal characteristic of FIFO is that it values 
issues from Stores, and residual book inventory balances at 
“historical cost.’”’ Consequently, when prices are falling, it 
tends, more than does the AVERAGE PRICE method, to 
produce relatively high manufacturing costs with relatively 
low operating profits, and an undesirable deferment of prof- 
its taxes, also, when market prices are falling, this method 
tends also to leave relatively low book inventory balances, 
and, by narrowing the margin between “cost” and falling 
market values, it restricts any amount required to reduce 
book inventory values to the “lower of cost or market.” 

Conversely, when markets are rising, FIFO induces low 
manufacturing costs and high book profits. By causing 
residual book inventories to be highly valued FIFO often 
brings into account book “profits” which may never be 
realized even where such inventory values are below cur- 
rent market prices at the dates of the relative financial 
statements; and causes inequitable taxation hardships. 
Incidentally, when market prices are rising, FIFO again 
tends to narrow the extent of any necessary adjustments 
of book inventory values to lower market values. 

By its disregard of current market costs of replacing 
materials used, FIFO tends, when materials prices are in 
wide fluctuation, to cause financial statements to be influenc- 
ed unduly by price fluctuations rather than to show the re- 
sults of normal operations. Unless such statements are 
viewed with intelligent reserve, they can induce dangerous- 
ly misleading conclusions. Financial statements which fail 
to take into account widely varying costs of materials 
which must be replaced in the normal course of continuing 
operations do not serve the best interests of finance and 
industry. 

*The U.S. Department of Commerce has estimated that 
of 12.2 billions of dollars corporation profits reported for 
1946, 4.7 billions (or 62% above 7.5 billions operating 
profits) represented merely increases in inventory prices. 


*See p. 367 Journal of Accountancy, (U.S.A.) November 1947. 
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One may imagine how great the percentage for 1947 may 
be wherever LIFO with its correcting effects is not per- 
mitted, or, if permitted, it is not used. One may imagine 
also the far reaching financial consequences that can ensue 
if at any time market prices should decline rapidly. It is 
not surprising that currently high inventory values are 
causing businessmen great concern. No wonder that some 
businessmen are questioning the fairness of taxation upon 
profits that in large degrees may prove to be unrealizable. 

Apart from the disadvantages just discussed and which 
pertain in lesser degrees to the widely used AVERAGE 
PRICE method, both FIFO and the AVERAGE PRICE 
method can prove, during times of wide price fluctuations, 
to be inadequate in another important respect. Such in- 
adequacy is noted whenever during such times it is neces- 
sary to make realistic estimates of costs upon which to 
make quotations in search of new and competitive business. 

Every experienced businessman knows that during 
times of falling prices, competition is keenest; and that the 
price he may expect to receive for his products is measur- 
ed by the lowest price at which his competitors can pro- 
duce at a reasonable profit. He knows also that when 
prices are rising he can obtain no more than the minimum 
charged by his competitors. Consequently, in competi- 
tive business he is much more concerned with current mar- 
ket prices for materials which he has to use than he is in 
the precise method for pricing them in his accounts. If 
he fails to pay due regard to current market prices he may 
lose valuable business during times of falling prices; or, 
during times of rising prices, he may obtain business in- 
volving him in losses. If he persists in that unprofitable 
course, he may soon go out of business altogether. 

Thus it is that no matter how advantageous FIFO may 
be from various other standpoints, it cannot be followed 
slavishly by the many businesses that have to bend to the 
dictates of competition for their survival. Such businesses 
can adopt FIFO only when it is practicable (if it is prefer- 
red) ; modify its use whenever necessary, and at all times 
keep an elastic view as to its application. Such mixed pro- 
cedure with its confused bookkeeping is not desirable if it 
can be avoided. 
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Last In First Out Method (LIFO) 

One of the principal advantages claimed for LIFO is 
that it tends to a desirable levelling off of peaks and val- 
leys of profits which otherwise may be exaggerated during 
ever recurring fluctuations in economic conditions and in 
accompanying market prices. Any method that can effec- 
tively offset disadvantageous exaggerations of the effects 
of violent price fluctuations, without producing misleading 
operating figures, merits all the close attention which has 
been focussed on LIFO; but no sweeping conclusions should 
be drawn in favour of this method without study of its 
operation, and comparisons of its effects with those of other 
methods upon each business under consideration. 

At all times LIFO causes materials to be charged out 
nearer to current market prices than do either FIFO or the 
AVERAGE PRICE method. To that extent therefore, 
LIFO more closely approaches the business necessity to 
keep current material cost in line with current market re- 
placement prices. Thus it aids the manufacturer auto- 
matically to meet price competition without confusing his 
financial records when he is seeking new business. 

LIFO tends, when prices are falling, to induce reflec- 
tion of true operating results rather than to exaggerate the 
transitory effects of such price declines. Nevertheless 
at such times, it tends to leave book inventory values much 
above market values. When market prices are rising, 
LIFO tends also to induce the reflection of true operating 
costs rather than exaggerate the transitory effects of 
rising prices. Consequently LIFO protects the business- 
man against the serious danger of calculating such “pro- 
fits” that result only from rises in market prices, which 
“profits” may disappear at any time there may be any 
sudden drop in such market prices. By causing residual book 
inventory values to be relatively low when prices are ris- 
ing, LIFO tends either to leave book inventory values below 
market prices or to reduce the margin by which book values 
may exceed market prices. 

It is of passing interest to note that in the U.S.A. adop- 
tion of LIFO does not necessarily mean that this method 
must be applied to every line in the inventory. The tax 
regulations there permit taxpayers to apply this method to 
lines of materials of similar nature, and choose some other 
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method for dissimilar lines. The authorities require, how- 
ever, that there shall be a clear understanding on the mat- 
ter before permission to use LIFO is given; and they re- 
serve the right to decide upon the full extent to which that 
method, once chosen, must be used. Nevertheless, the fact 
that LIFO may be used where it is advantageous, and 
not used where it may be detrimental, provides additional 
reason why much care is necessary whenever the step to 
change to that method is being considered. Conditions 
which apply in the U.S.A. may or may not apply eventually 
in other countries. 
Base Stock Method 

The BASE STOCK method has found some favour in 
certain countries even although it is not recognized by the 
taxation authorities in the U.S.A. Its suitability is con- 
fined to businesses having constant turnover of goods and 
materials which must be replaced. But its use is not wide- 
spread as yet. 

This method is based upon a proposition that a deter- 
mined quantity of materials is to be regarded as a perman- 
ent investment, to be kept in reserve at all times for rotat- 
ing physical use, and to be valued at prices so low that they 
are unlikely ever to be above market prices. When prices 
are falling, this method produces reducing costs: when 
prices are rising it produces increasing costs. Thus, by 
avoiding any minimizing of profits in “bad” times, and 
any exaggeration of profits in “good” times, it avoids those 
erroneous profits and tax calculations which FIFO tends 
to produce. In that respect also it resembles LIFO. 

The BASE STOCK method also causes prices used 
in competitive bidding for new businesses to be the nearest 
in line with real costs, and so is especially suitable when 
competitive quotations are to be made for new business. 
By requiring a setting aside of a reasonable “base stock” 
at a conservative fixed price, and by requiring issues of 
materials from the surplus stock over that “base” to 
be offset by corresponding purchases at the time of such 
issues, this method reduces more than does any other, the 
need to make book adjustments to bring book inventory 
values to the “lower of cost or market.” 

However, if and whenever it is decided to adopt the 
BASE STOCK method, or to change to it from another 


40 











FINANCIAL EFFECTS OF INVENTORY METHODS 


method, the taxpayer should remember that any taxation 
authorities (outside the U.S.A.) that may permit its use 
would quite probably (and reasonably) value the “base 
stock” together with the “current stock” for their purposes. 
Those who adopt this method must realize that, by setting 
aside a large reserve inventory and pricing it at an ab- 
normally low value, they automatically create a “secret re- 
serve” in their accounts. The amount of such “secret re- 
serve” will be the amount by which the adopted low price 
is less than the fluctuating market prices for the materials 
forming the “base stock”, or the actual cost of that stock, 
whichever is the lower. However if a businessman con- 
siders the BASE STOCK method sufficiently advantageous 
to him to cause him to overcome his aversion to a “secret 
reserve”; if he can afford to maintain it, and if he is so 
permitted, he may decide to use this method. 
Effects Upon Construction Costs 

Recent years have witnessed growing tendencies for 
governmental bodies to restrict business profits to fixed 
percentages of capital employed, and to determine such 
capital by reference to book values of principal assets em- 
ployed. The same values have sometimes been used in de- 
termining compensation when properties have been expro- 
priated. While such regulation has been largely confined 
thus far to public utilities giving transportation, water, 
gas, and electricity services, no essential industry can be 
considered as completely immune from classification as a 
public utility and free from possible regulation. 

Most businessmen therefore have a direct interest at 
stake in seeing that the book values of their principal as- 
sets properly reflect capital invested therein. If during 
times of wide price movements FIFO or the AVERAGE 
PRICE method cause construction cost to be unrealistic, 
far reaching and disadvantageous effects can ensue. The 
extent of those effects will depend of course upon the 
amount of construction work undertaken by a business out 
of its own materials, and the measure in which such ma- 
terials may need replacement for general current business 
use. 

If large amounts of currently used materials are em- 
ployed for construction purposes, LIFO or the BASE 
STOCK method can be advantageous. If the amounts are 
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small the question will not be important. If construction 
work is given out on contract, the problem is one to be 
solved by the contractor. 

Negotiations With Labour 

Nowadays, labour disputes over wages often compel em- 
ployers to submit to arbitrators the accounting methods by 
which they compute their profits; and they frequently have 
to contest with expert lawyers, accountants, and econom- 
ists retained by powerful labour unions. 

If because of the use of FIFO, or the AVERAGE 
PRICE method, during times of widely fluctuating prices 
anemployer’s books show exaggerated profits much of which 
is liable to disappear at any time prices may fall, that em- 
ployer is at a serious disadvantage. If on the other hand 
when prices have fallen, and, because of the use of one of 
the same pricing methods, the employer’s books minimize 
his profits, he may suffer the disadvantage of seeing his 
opponent demonstrate the minimized profits to be unreal- 
istic. In each case the employer may find himself faced 
with the embarrassing necessity and difficult problem of 
trying to convince the arbitrator that although following 
recognized pricing methods, his books do not realistically 
portray the financial results of his business operations. He 
may fail to convince, and by losing a case involving a whole 
industry, damage the public interest. 

Thus again the vital interests of businessmen require 
that, in all possible ways, accounts should portray unassail- 
able facts. The extent and the rapidity of recent in- 
creases in prices for materials can be measured with those 
by which prices and inventory “profits” may drop at any 
time, and with little warning. The financial effects, which 
many ensue, point to the need for serious consideration of 
the merits of each of the pricing methods under considera- 
tion, and the choice of that which is best suited to each case. 
In fairness to all sides that become parties to labour dis- 
putes over wages, it is desirable that, wherever LIFO or 
the BASE STOCK method will best produce financial facts, 
there should be every reasonable facility to employ that 
method. Any failure to employ the best method can react 
unfairly to either party, be he employer or employee. 

Effects Upon Security Values 

Whenever he is buying or selling securities the intelli- 

gent investor studies the interim and year end financial 
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reports of the issuing company;' and he is influenced 
to some degree, at least, by what he finds in those docu- 
ments. 

If, because of the use of a particular method for pric- 
ing stores transactions or for valuing residual inventories, 
these reports show exaggerated operating profits when mar- 
ket prices are high, or unduly low profits when market 
prices are low, the investor is liable to draw inaccurate 
conclusions, and to make unwise purchases or sales of the 
securities which he has in mind. 

It would be a good thing if every affected interim and 
year end financial report were to include a note clearly 
naming the stores method which the issuing company has 
employed. Such a note, even if not appreciated by the 
general public, would serve, at least, to give the discern- 
ing investor an opportunity to judge for himself if, in the 
light of current market price trends, the reported profits 
may reasonably be expected to continue, to increase, or to 
decrease percentagewise to sales during the immediately 
ensuing period. Such a practice could serve also to assist 
in counteracting certain unreasonably wide fluctuations in 
security prices, and could help, even if in only a small meas- 
ure, the attainment of steadier industrial and financial 
conditions. 

Whenever the stores method in use is not disclosed, 
any investor with an interest at stake may quite properly 
request the management to tell him what method is being 
used, and use that information intelligently. 

Conclusion 

Although the weight of evidence is heavily in favour 
of certain of the inventory methods now discussed, it is 
not correct to say that any one method is the best in all 
circumstances. Rather than any general statement on the 
matter, emphasis should be placed on the fact that each 
method can produce certain advantages and certain dis- 
advantages in varying circumstances, and at varying times 
depending upon the nature of each business. It is greatly 
in the interests of businessmen that they should so inform 
themselves, or obtain expert advice upon the whole subject 
of inventory and stores methods. They need to understand 
the workings and the financial effects of each method, and 
to be able to evaluate the relative advantages of each in 
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the light of their own circumstances; and they need every 
reasonable freedom to use the method best suited to their 
circumstances. 

The financial effects of inventory methods clearly spread 
in many directions and with far reaching results. As they 
become more widely understood, they are likely to attract 
ever increasing attention. 


Provincial News 
Regina Chartered Accountants’ Club 


W. Givens Smith, F.C.A., was the speaker at the De- 
cember luncheon of the Regina Chartered Accountants’ 
Club. Mr. Smith reviewed Bill No. 454 respecting Income 
Taxes. He provided a summary of the suggested amend- 
ments proposed by the Saskatchewan Legislative Commit- 
tee which had been meeting weekly since early fall and he 
also outlined the discussions which took place at the recent 
meeting in Ottawa of the Dominion Tax Foundation, as a 
representative of the Saskatchewan Institute. Following 
Mr. Smith’s paper, there was a “free-for-all” discussion 
which was both enlightening and informative and in spots 
even a little entertaining. W. A. Fowlie thanked Mr. Smith 
on behalf of the members. Guests included Mr. Justice P. 
H. Gordon of the Saskatchewan Court of Appeal, who has 
taken an active part in connection with the review of Bill 
No. 454; Mr. T. R. Wilder, C.A., of Moose Jaw, President of 
the Saskatchewan Institute; and senior students of the 
Regina firms. 

R. H. Milliken, K.C., counsel for the Saskatchewan 
Wheat Pool, was the guest speaker at the November lunch- 
eon of the Regina Chartered Accountants Club. Mr. Milli- 
ken’s talk in connection with Grain Policy was both timely 
and interesting. He stated that in his opinion the Western 
farmers are behind the Dominion Government’s wheat 
policy because they have some market stability which they 
have never had before. The grain trade, Mr. Milliken 
stated, was opposed to the wheat agreement because it was 
a bi-lateral agreement. They said that they wanted a 
multi-lateral agreement but that what they really want is 
an open market. Mr. Milliken expressed surprise that the 
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line elevator companies were so critical of the agreement 
when they are apparently doing as well now under a gov- 
ernment wheat board. He characterized the wheat board 
as an experiment. He said that whether the board could 
function in peace time to set a bottom price on wheat was 
something that only time will tell and that it would have 
to be tried. Turning to coarse grains and the resumption 
of open trading, Mr. Milliken said that in spite of the in- 
crease in prices a large percentage of farmers are opposed 
to the open market. They would prefer to have it handled 
by the wheat board so that they might have some assur- 
ance there would be a bottom when times change. The 
farmers want some assurance that the disastrous prices of 
the 1930’s will not be repeated. 

Mr. Milliken was thanked on behalf of the Club by W. 
Givens Smith, F.C.A. 


Chartered Accountants Club of Ottawa 


On Thursday, November 20, 1947, Mr. K. LeM. Carter, 
president of the Ontario Institute addressed a well at- 
tended gathering of the Chartered Accountants Club of Ot- 
tawa, and spoke of the interest that the Ontario Council 
had taken in the development of the Ottawa group. Men- 
tion was made of the fact that institute members in Lon- 
don had followed the example given by the Ottawa group, 
by forming a similar group in London. 

The essential part that students played in the institute 
was stressed by Mr. Carter. He felt that every effort 
should be taken to assist and encourage the students; study 
groups have already been arranged in certain centers for 
the review of past examination papers; interest tests have 
been applied for a screening of students; and other efforts 
have been carried on to enable students to obtain as much 
assistance as possible. With regard to interest tests it was 
pointed out that these should not be relied upon materially 
until sufficient data had been accumulated which would 
establish the relationship between the actual competency 
demonstrated later, and the interests indicated by the 
earlier tests. 

Reference was made by Mr. Carter to the great need for 
accounting research. Valuable steps in this regard were 
being taken at present by the Dominion Association’s Com- 
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mittee on Accounting and Auditing Research under the able 
Chairmanship of Mr. J. R. M. Wilson. Research bulletins 
are being issued as a result of the work of this committee, 
and it is possible that these bulletins may have a wide- 
reaching effect on business reporting; for example, research 
bulletins might form the basis of standards for statements 
submitted to the Stock Exchanges. 


Mr. Carter referred to the value which was to be de- 
rived from the close association between the Ontario legal 
fraternity and the Ontario Institute. There are many 
matters of mutual concern to the two bodies, and Mr. Car- 
ter gave credit to the Law Society for having made the first 
move in this direction. 


The speaker was introduced by Mr. N. W. Cleary, and 
was thanked by Mr. W. F. Williams. Mr. Hugh Matheson, 
president of the Ottawa Club, was in the chair. This was 
the first meeting of the Club since the very successful golf 
tournament held in September at the Rivermede Golf Club. 
A discussion period followed Mr. Carter’s address and at 
its conclusion a social hour was held. 


Maritime Meeting 

The Institutes of New Brunswick, Nova Scotia and 
Prince Edward Island held a joint meeting in Charlotte- 
town on 14th and 15th October 1947, at which thirty mem- 
bers from the Maritimes attended. The Prince Edward 
Island members, under the chairmanship of President B. 
M. Sears, arranged an interesting and informative pro- 
gram and thereby gave the members who were unable to 
attend the annual meeting of the D.A.C.A. in Vancouver 
a closer insight into the program of the Association. 

On the Tuesday afternoon Mr. Victor H. Brown, Group 
Representative of the Canada Life Assurance Company, 
outlined the group life insurance plan his company had de- 
vised for the profession. That evening Mr. Clem L. King, 
Secretary and Research Director of the D.A.C.A. spoke on 
the “Dominion Association — Its Operations and Objec- 
tives.” On Wednesday morning Mr. R. W. Manning re- 
ported on the proceedings of the Forty-Fifth Annual Meet- 
ing of the D.A.C.A. and Mr. W. A. Morrell, Second Vice- 
President of the Association, spoke on the “Relations Be- 
tween the Maritime Institutes and the Dominion Associa- 
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tion.” This was followed by a discussion period under the 
chairmanship of Mr. King, on the question of personal and 
institutional advertising. 

On Wednesday afternoon Mr. Ira MacNabb, Chairman 
of the Public Utilities Commission of Halifax gave an in- 
teresting talk on “Depreciation of Public Utilities.” 

The meeting was concluded by a banquet at the Char- 
lottetown Hotel on Wednesday evening. 
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Personals 


Ivan S. Gray & Co., Chartered Accountants, wish to 
announce that J. Herbert Gibson, C.A., became associated 
with their firm as at Ist November, 1947. 

Arthur A. Crawley & Co., Chartered Accountants, wish 
to announce their Montreal office is now associated with 
Wilson, Birnie & Seymour, Chartered Accountants, at 215 
St. James St. W., Montreal. The resident partners in Mon- 
treal are P. F. Seymour, C.A., and J. S. McKeown, C.A. 

John Arnold Rogers and John Fulton Roberts, Charter- 
ed Accountants, wish to announce they have entered into 
a partnership for the practice of their profession under the 
name of Rogers & Roberts, with offices at 100 Adelaide 
St. W., Toronto. 

Glendinning, Jarrett, Gray & Roberts, Chartered Ac- 
countants, wish to announce the appointment of William 
Aitken, C.A., and E. W. Pope, C.A., as joint managers of 
their Winnipeg office. R. A. Roberts, C.A., one of the 
original members of the firm, will retain his connection in 
a consultative capacity. 

R. G. Mc. A. Rutherford, and C. E. R. Bazett, Charter- 
ed Accountants, hertofore practising their profession under 
the firm name of R. G. Rutherford & Co., Chartered Ac- 
countants, announce that in future their firm name will be 
Rutherford, Bazett & Co., Chartered Accountants, with of- 
fices at 286 Bernard Avenue, Kelowna, B.C., and a branch 
office at 50 Nanaimo Ave., Penticton, B.C., under the man- 
agement of J. D. W. Blyth, Chartered Accountant and at 17 
Galloway Building, Kamloops, B.C., under the firm name of 
Rutherford, Bazett, French & Co., Chartered Accountants, 
with M. C. French, C.A., as resident partner. 

Arthur Maitland Lipman, Chartered Accountant, an- 
mnounces the opening of an office for the practice of his pro- 
fession at 521 Howe St., Vancouver, B.C. 

Gerald Randolph and J. William Corber, Chartered Ac- 
countants, announce that hereafter they will carry on the 
practice of their profession under the name of Randolph, 
Corber & Co., Chartered Accountants, at 1452 Drummond 
St., Montreal 25, Que. 

















OBITUARIES 


Obituaries. 


The Late Victor F. Wilkinson 

The Institute of Chartered Accountants of Quebec an- 
nounces with deep regret the passing of Victor F. Wilkin- 
son, in his fifty-seventh year. 

The late Mr. Wilkinson was a native of Levis, Quebec, 
and was at one time Secretary-Treasurer of Colin, McArthur 
& Co.; later he occupied the same position with Claude 
Neon General Advertising Company and subsequently prac- 
tised his profession. He was well regarded in the profes- 
sion and his sudden death was a great shock to his fellow 
members. 

To his widow and family, the Council and members ex- 
tend their sincere sympathy. 


The Late Harry E. Riepert 

The Institute of Chartered Accountants of Quebec re- 
grets to announce the death of Harry E. Riepert in his 
forty-ninth year. 

The late Mr. Riepert was Treasurer of Champlain Oil 
Products and was well known in the business world. He 
was a director of the Automobile Owners Association and 
a member of the Montreal Board of Trade. Born and 
educated in Montreal, he took an active interest in Y.M.C.A. 
work, and was at one time a champion 10-pin bowler. 

To his sister and brother, the Council and members ex- 
tend their sincere sympathy. 


The Late Charles Henry Pelling 

The Institute of Chartered Accountants of Ontario an- 
nounces with deep regret the death of Charles Henry Pell- 
ing in his 65th year. 

Mr. Pelling was born in Petersburg, Ontario and had 
been a Member of the Institute since 1919 and was elected 
a Fellow of the Institute in the year 1934. He was with 
the firm of Clarkson, Gordon & Co. from 1912 to 1943, and 
in more recent years carried on private practice alone and 
in partnership with other members of the Institute. Mr. 
Pelling was highly regarded by his contemporaries by 
whom he will be greatly missed. 

To his widow and three daughters the members of the 
Institute extend sincere sympathy. 
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Book Review 


Income Tax Handbook by Arthur W. Gilmour, B. Com., 
C.A., published by The Dominion Association of Chartered 
Accountants, 10 Adelaide Street East, Toronto, Canada. 
$2.00 per copy. 

The 1947 edition of this valuable handbook, complete 
with amendments to July 31, 1947, is now available and 
is being distributed through the office of the Dominion 
Association of Chartered Accountants. It deals with all 
phases of Federal income and excess profits taxation in 
Canada and includes special sections on personal taxation 
and allowances as well as corporation taxation and allow- 
ances. Information on all phases of the taxation implica- 
tions of pension funds, gifts, pay of members of the armed 
forces, charitable donations, stock dividends, annuities, de- 
preciation, partnerships, etc., is dealt with expansively and 
the liability of non-residents to income tax in Canada to- 

‘gether with the various devices for collection of this tax 
from Canadian debtors is covered in a complete manner. 

Mr. Gilmour is well qualified to write this volume as 
he is a senior officer in the Department of National Re- 
venue, Income Tax Division in the Montreal district. He 
is also the author or collaborator in other volumes of spe- 
cial phases of Income Tax. 

This handbook is particularly recommended to all who 
are or may become income taxpayers of Canada. The in- 
dex is especially complete and useful. It is written in 
simple language and is readily understood by the layman. 
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Letters From the Editor 


The Accountant, published weekly by The Institute of 
Chartered Accountants in England and Wales, carries a 
feature named “The Accountant Tax Supplement” in which 
tax legislation and court decisions are discussed and in 
which readers’ queries are printed with the subsequent re- 
plies of other readers. The following question is an excerpt 
from the issue of November 1, 1947 under a general head- 
ing: 

“Payment for published replies is made at the rate of half-a- 
guinea a column. Correspondents must not quote from any pub- 
lished work without acknowledging the source. The Editor does 
not hold himself responsible for views expressed in the published 
replies.” 

Being in need of a guinea; and being not at all sure 
that The Accountant would publish our reply if it were sent 
in the conventional manner; and also recognizing that the 
headnote does not insist on the reply being published in 
The Accountant, so we are entitled to payment in any 
event; we now give the question and our reply—and we 
make the claim that, in order to deal with us fairly, the 
Editor of The Accountant should include all this preamble 
in his measurement of a column. We might also say to 
him that it is likely that we know more about foreign 
exchange control than he does and that we shall not be 
satisfied with pound notes, postal money orders or a credit 
to blocked account. We require a banker’s draft marked 
“eligible for payment to Canadian Account.” 


Question 
“MAINTENANCE OF WIG(T4910). I should be glad if any of 

your readers can advise me on whether an income-tax allowance 
has been granted against an employee’s expenses in having to 
maintain a wig. The employee, holding a sales representative 
job, is only able to continue at this work because of the trans- 
formation which the wig gives. Being a woman, it is obvious 
that she would be quite unable to continue her engagement in this 
specific work if she was not able to maintain her existing appear- 
ance. Because of supply difficulties, the cost of maintaining the 
transformation has risen very considerably and now. approximates 
between £35 and £45 per annum. An attempt has already been 
made by the employee to get an allowance from the Inland 
Révenue—without success. Has there been any similar previous 
case, or can your readers advise any grounds of approach which 
would be likely to give success?—R.B.” 


JANUARY, 1948. 











Saas A 


































THE CANADIAN CHARTERED ACCOUNTANT 


Answer 


The Editor, 

The Accountant Tax Supplement, 
42 Baker Street, 

London W 1, 

Sir: 
While we know practically nothing of the law, regulations, rulings 
etc. affecting the various British Income Tax Acts, we gather that, 
as in Canada, capital gains and losses are not taken into account in 
a determination of one’s liability to income tax. That being so, any 
definition of capital must not only include an examination of the 
derivation of the word itself but must logically include any play 
(we do not like the word “pun”) on the word. If you break the word 
down into its three syllables, you obviously have an answer to the 
question as the whole purpose of a wig is a capital. 

Further, we believe that the derivation of the word “capital” stems 
from the latin “caput”, a head, and as this fits the case entirely, there 
would be no use in pursuing an argument that there is any income 
component in the maintenance of a wig. A false mustache would, of 
course, much more nearly approximate a conception of income. A 
wig is too remote from the point of application of income. 

We believe we have now closed this discussion and would be 
obliged if you would send us your remittance of one guinea at the 
earliest possible date. We are quite sure that the space taken up 
here represents two of your valued columns. 

Yours faithfully, 
The Editor, 
THE CANADIAN CHARIERED ACCOUNTANY, 


Toronto Canada. 
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LEGAL DECISIONS 
RESPECTING THE INCOME WAR TAX ACT 
OF CANADA 








INCOME—DETERMINATION BY THE MINISTER 


Commercial Hotel Limited, Appellant 
—and— 
The Minister of National Revenue, Respondent 
(The Exchequer Court of Canada, O’Connor, J., 3rd December 1947) 

This is an appeal under the Income War Tax Act, R.S.C., (1927) 
Chap., 97, from assessments from income tax for the taxation years 
1939, 1940, 1941, 1942 and 1943. The appellant during these years 
carried on a general hotel business including a beer parlour, in the 
City of Vancouver. 

The appellant filed annual returns for each of the said years. The 
respondent under section 47 of the Act refused to be bound by these 
returns and determined the amount of the tax to be paid by the appel- 
lant. ee 

These appeals are concerned only with the items that relate to the 
gale of beer in the beer parlour and the profits therefrom. 

The appeals were argued on the basis that the Minister in deter- 

mining the amount of the tax under section 47 had exercised a discre- 
tion similar to that given him by section 6(2). On that basis counsel 
for the appellant argued that the material, which the Minister had 
before him at the time he determined the amount, was insufficient in 
law to support such determination and that the taxpayer had not been 
given a fair opportunity of meeting the case against it, and that what 
the Minister had done was to determine the tax on a theoretical basis 
of what revenue a barrel of beer should produce and not on the basis 
of what was actually produced and the appellant tendered evidence to 
establish the actual revenue. 
“47. The Minister shall not be bound by any return or information 
supplied by or on behalf of a taxpayer, and notwithstanding such 
return or information, or if no return has been made, the Min- 
ister may determine the amount of the tax to be paid by any 
person.” 
D 







































After considering section 47 I have reached the conclusion that the 
power given the Minister to determine the amount of the tax is not 
a discretion similar to that in section 6(2). What the Minister does 
under section 47 is to make his estimate of the tax payable by the 
taxpayer in two cases; (1) where the Minister refuses to be bound by 
the return filed, and (2) where no return has been made. In those 
two cases he determines the amount of the tax, that is, he makes an 
assessment. 

Section 54 of the Dominion Act provides:— 

“64. After examination of the taxpayer’s return the Minister shall 
send a notice of assessment to the taxpayer verifying or altering the 
amount of the tax as estimated by him in his return.” 

Whether the Minister has determined the amount of the tax under 
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section 47 or has altered the amount of the tax estimated by the tax- 
payer in his return under section 54, the taxpayer has a right of ap- 
peal because section 58(1) provides:— 

“58(1). Any person who objects to the amount at which he is as- 

sessed,....may.... serve a notice of appeal upon the Minister, 

(a) ° 
The Minister in determining the amount of the tax under section 47 
does not have to have material sufficient in law to support his deter- 
mination, or to give the taxpayer an opportunity of meeting the case 
against him. 

The Minister’s decision under section 47 is not an absolute one. 
As Thorson P., said in the Dezura case (supra):— 

“The result is that when the Minister, acting under section 47, 

has determined the amount of the tax to be paid by any person, 

the amount so determined is subject to review by the Court under 
its appellate jurisdiction.” 
And— 

“The amount of the Minister’s determination being thus subject 

to review by the Court the issue on these appeals is solely one 

of fact.” 

If the taxpayer can establish to the satisfaction of the Court that 
the actual income was less than the amount determined by the Min- 
ister, then such amount will be reduced in accordance with the find- 
ings of the Court. 

In this case the appellant tendered evidence to establish the actual 
income from the sale of the beer. In fairness to the appellant, I should 
state that because of the death of the manager, Mr. Johnson, and 
two of the three bookkeepers, who were employed by the appellant 
during the period in question that the appellant was greatly handi- 
capped at the trial. But the evidence adduced by the appellant did 
not prove to my satisfaction that the actual revenue was as dis- 
closed by the books and returns filed by the appellant. In fact quite 
the contrary. 

The Minister when he affirms or amends the assessment may be 
right or he may be wrong. But when the appellant continues his appeal 
to the Court he then has a full opportunity of presenting all the facts, 
statutory provisions and reasons in support of his appeal, so that he 
is not prejudiced by the decision of the Minister in affirming the assess- 
ment. 

The appeal has not satisfied me that the actual revenue was less 
than the revenue estimated by the Minister under section 47 during 
a in question, and the appeal must, therefore, be dismissed 
with costs. 
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RESPECTING THE INCOME WAR TAX ACT AND THE 
EXCESS PROFITS TAX ACT OF CANADA 


STANDARD PROFITS—ACQUISITION OF BUSINESS 


The Borden Company Limited, Appellant 
—and— 
The Minister of National Revenue, Respondent 
(The Exchequer Court of Canada, Cameron J., 8th December 1947) 


This is an appeal from an assessment under the Excess Profits 
Tax Act for the taxation year 1942. The appellant is a company in- 
corporated under the Dominion Companies Act, with head office at 
Toronto, and carries on business in Ontario and elsewhere in Canada. 
On May 8, 1937, it acquired all the outstanding shares of the capital 
stock of Laurentian Dairy Ltd., Moyneur Co-operative Creamery Ltd., 
and Caulfield’s Dairy Ltd. As of January 1, 1941, by an exchange of 
letters between the appellant and Laurentian Dairy Ltd. and Moyneur 
Co-operative Creamery Ltd., and as of June 1, 1942, by a similar ex- 
change of letters with Caulfield’s Dairy Ltd., the appellant purchased 
all the business and assets, as a going concern, of each of the said 
three companies and thereafter the business of the said three com- 
panies was. merged in the business of the appellant and conducted by 
it as part of its business. 


For the tax year 1942, the appellant, in its return under the Excess 
Profits Act, added to its own standard profits those of Laurentian 
Dairy Ltd., amounting to $1,694.75, those of Moyneur Co-operative 
Creamery Ltd., amounting to $552.42, and a proportionate part of the 
standard profits of Caulfield’s Dairy Ltd., from June 1, 1942, amount- 
ing to $32,785.57. (For the entire year the standard profits of Caul- 
field’s Dairy Ltd. were $55,191.32.) 


The respondent disallowed these additions to the standard profits 
of the appellant company and notice of assessment was given on 
August 21, 1945. An appeal was taken and the assessment was affirmed 
by the Decision of the Minister. Then followed a notice of dissatis- 
faction and the Minister’s reply was as follows: 


“1. Denies the allegations in the notice of appeal and notice of 
dissatisfaction insofar as they are incompatible with the state- 
ments contained in his decision. 

2. Affirms the assessment as levied. 

The appellant is not a “component company” as defined in section 
4A (4). 

The appeal is based on the provisions of section 4 (2) of the 
Excess Profits Tax Act, as follows: 

“4 (2) On the application of a taxpayer who acquired his business 
as a going concern after January 1, 1938, if the Minister is satisfied 
that the business carried on by the taxpayer is not substantially 
different from his or its predecessor, he may direct that the stand- 
ard profits of the said predecessor may be taken into account in 
ascertaining the standard profits of the said taxpayer.” 

Several contentions are advanced by the appellant: (1) that be- 
cause of the purchase of the assets of the three named companies in 
1941 and 1942, as going concerns, the appellant is “a taxpayer who 
acquired his business as a going concern after June 1, 1938”; (2) that 
the evidence establishes that the business of the appellant is not sub- 
stantially different from the business of its predecessors. Counsel for 
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the respondent stated at the trial that he would not argue that the 
business carried on by the appellant in 1942 was substantially different 
from that of the three amalgamated companies; (3) that because of 
the foregoing, the assessment should be amended so as to take into 
account the standard profits of the three amalgamated companies; and 
by “take into account” is meant, I assume, to add the standard profits 
of the three companies to that of the appellant company as was done 
in its tax return and as was requested in its notice of appeal. 
HELD: . 

The first problem, therefore, is whether under the circumstances 
related above the appellant “acquired its business” as a going concern 
after January 1, 1938. Omitting for the moment any consideration as 
to the meaning of the words “its”, I think it is clear that while the 
appellant had complete control of the three companies before January 
1, 1938, by reason of owning all their shares, the appellant did not 
“acquire” their businesses as going concerns until 1941 and 1942 
when it took over all their assets and business and merged them in 
its own. Prior to turning over their assets to the appellant, they were 
separate legal entities, conducting their own businesses, having their 
own payrolls, bank account and Boards of Directors. Each had estab- 
lished its own standard profits and no doubt had paid excess profits 
tax in 1940 and 1941. In the sense in which the word “acquired” is 
here used, I think that ownership of assets, rather than stock control, 
is implied. 

The interpretation of the words “acquire its business” is not with- 
out difficulty. So far as I am aware, the words have not been con- 
sidered judicially, nor has any part of this subsection. For the Crown 
it is contended that the subsection has no application to a case such as 
this one, but that it refers solely to a new taxpayer whose operations 
commenced after January 1, 1938, when it took over or acquired the 
business of its “predecessor”, which had established standard profits 
by being in business in the standard period as defined in section 2 (1) 
(i), and that the predecessor’s business when taken over was the 
cnly business of the taxpayer. 

The appellant company had been in existence for many years. It 
was incorporated under the Dominion Companies Act in 1912 under the 
name of Borden Milk Company Limited as a wholly owned subsidiary 
of an American firm, Borden’s Condensed Milk Company (now the 
Borden Company). Shortly thereafter it commenced the manufacture 
of milk products and also carried on a fluid milk and dairy products 
business. In 1919 its name was changed to the Borden Company Ltd. 

In 1917 it sold its fluid milk business to another subsidiary of the 
Borden Company and thereafter carried on a manufacturing business 
only until 1937. In that year, it purchased from Borden’s Limited 
(another wholly owned subsidiary of the Borden Company) all the 
shares in 26 operating companies with the view of merging all the 
operating companies into one company. In 1937 it bought the assets 
and business of one of its subsidiaries—Hamilton Pure Milk Dairies 
Limited, thus re-entering the fluid milk business. In continuation of 
that policy it continued to take over the assets and businesses of other 
subsidiaries in 1938 and 1939. Then, in 1941, it acquired the assets 
of Laurentian Dairy Ltd. and Moyneur Co-operative Creamery Ltd., 
and on June 1, 1942, the assets of Caulfield’s Dairy Ltd., as I have 
above mentioned. 

For the year 1940, the standard profits of the appellant were 
$717,802.00. For that year its total sales were $13,919,000.00. In the 
same year, the sales of Moyneur Co-operative Creamery Ltd. amounted 
to $105,710.00, and of Laurentian Dairy $40,000.00. In 1941 the stand- 
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ard profits of the appellant were the same as in 1940, and its total 
sales $16,753,516.00. In that year the sales of Caulfield’s Dairy Ltd. 
were $1,588,517.00. These facts, relating to the history of the ap- 
pellant company, and the relative sales of all companies here con- 
cerned, have been outlined in some detail merely to indicate their re- 
lation to each: other. 

From a consideration of these facts, I do not think it can be said 
that the appellant company “acquired its business” after January 1, 
1938. It had its business long before that date. By the purchase 
of the assets of these three subsidiaries it merely increased its own 
activities and operations to a relatively small extent. There is no 
question but that the appellant, as of the taxation year 1942, had ac- 
quired parts of its business after January 1, 1938. But that is quite 
a different thing from “acquiring its business as a going concern after 
January 1, 1938”. In my opinion, these words, read with the sub- 
section as a whole, refer to the commencement of business by a new 
taxpayer who has acquired his business as a going concern after 
January 1, 1938, and not to a taxpayer in business before January 1, 
1938, but who acquired an addition to his business after January 1, 
1938. 

Reading section 4 (2) as a whole, it becomes apparent that it has 
to do with an application of a taxpayer to ascertain his standard 
profits. The concluding words are: 

“he (i.e. the Minister) may direct that the standard profits of the 

said predecessor may be taken into account in ascertaining the 

standard profits of said taxpayer.” 

And by “direct” is meant, I think, “direct the Board of Referees”, 
appointed under section 13 of the Act. The Board alone is authorized 
on the direction of the Minister to “ascertain” the standard profits of 
the taxpayer. In the case of taxpayers who were in business through- 
out the standard period, the standard profits are established under the 
first part of section 2 (1). Then, by section 4 (1), the Minister is 
given authority in his discretion to adjust the standard profits in cer- 
tain cases. By section 4A the standard profits of certain “component” 
companies are determined as therein provided, but the appellant does 
not fall into this category. Section 13 authorizes the Minister to 
appoint a Board of Referees “and such Board shall exercise the powers 
conferred on the Board by the Act and other powers and duties as- 
signed to it by the Governor-in-Council”, These powers are set out in 
section 5. The marginal note to this section is “ascertainment of 
standard profits by the Board of Referees”. Throughout the section 
use is made of the words, “the Minister may direct that the standard 
profits be ascertained by the Board of Referees”. The ascertainment 
of standard profits, as distinguished from the adjustment or deter- 
mination thereof, is therefore solely the duty of the Board, upon 
reference to it by the Minister, but subject to approval of the Min- 
ister or the Treasury Board as provided by subsection (5), or by 
former subsection (4) as it was in effect in 1942. 

A perusal of the powers given to the Board by section 5 indi- 
cates that it has no power to “ascertain” the standard profits of such 
a company as the appellant which had been in business long before 
and throughout the standard period; which was neither abnormally 
depressed itself, nor in a class of business which was depressed dur- 
ing the standard period; and whose class of business remained the 
same throughout all the relevant years. Nor is the Minister given 
authority under section 5 to refer the application of such a taxpayer, 
as the appellant here, to the Board of Referees. 
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In my view, the provisions of section 4 (2) are applicable only to 
cases where the Board has powers to ascertain the standard profits. 
When such power exists, and when the conditions laid down by section 
4 (2) also exist, the Minister may direct the Board to ascertain the 
standard profits of the taxpayer, not only in the manner laid down 
in section 5, but also by taking into account the standard profits of 
the predecessor. 

The intent of section 4 (2) may be gathered from consideration 
of the whole Act. Section 4 (2) becomes effective only on the appli- 
cation of the taxpayer himself. If he commenced business on or after 
January 2, 1939, (the last year of the standard period) then, by section 
5 (2), and whether or not he has made application, the Minister shall 
direct that the standard profits be ascertained by the Board in the 
same manner as for any taxpayer not carrying on business during the 
standard period—that is, as a new business. The reason for that 
provision is that, at the most, the taxpayer would have been carrying 
on his business for less than one year of the standard period and 
so it would not have been possible to average the yearly profits in 
the standard period (section 2 (1)). If, on the other hand, the busi- 
ness was commenced after the 31st day of December, 1937, but before 
the 1st day of January, 1939, the taxpayer could accept the standard 
profits as determined by the first part of section 2 (1); or, alter- 
natively, he could apply under section 5 (2) on the grounds that the 
profits of the standard period were so low that it would not be just 
to determine his liability by reference thereto, and on such application 
the Minister is then required to direct that the Board ascertain the 
standard profits. That this is so is apparent from the statement found 
in the explanatory brochure on the Excess Profits Tax Act, 1941, is- 
sued by the Department of National Revenue, the applicable part of 
which is as follows: 


“If he has been in business less than two years (if he has com- 
menced business since January 1, 1938) then he is entitled to rank 
as a new business and apply to the Board of Refereees under 
section 5, subsection (2), of the Act.” 


But in any of these cases where the taxpayer acquired his busi- 
ness as a going concern after January 1, 1938, and where, at the most, 
he would have been in operation for less than two years of the stand- 
ard period of four years, and the Minister is satisfied that the business 
is not substantially different from that of the predecessor, the Min- 
ister may direct that the Board will ascertain the standard profits, 
not only on the basis provided for in section 5, but also by taking into 
account an additional factor—that is, the standard profits of the pre- 
decessor. 

Since the Act, in my view, does not give the Minister the power 
to “adjust” or “vary”, or the Board power to “ascertain”, the stand- 
ard profits of the appellant under the circumstances here disclosed, it 
must follow that, in my view of the intent of section 4 (2), that sub- 
section does not apply to the appellant. 


The appellant company has undoubtedly suffered a substantial loss 
by reason of the integration of these businesses into its own. The 
aggregate of their standard profits was substantial and cannot now be 
added to those of the appellant, although the appellant’s business after 
the amalgamation was at least as extensive as the sum of all four 
businesses had previously been. But the result would have been the 
same had the appellant, without any increase in the capital employed, 
or by an equivalent alteration in its capital stock, purchased the same 
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assets in the ordinary market rather than from a@ predecessor com- 
pany. 

It is to be noted also that with reference to taxpayers whose stand- 
ard profits are not established by the average yearly profits in the 
standard period, that by section 4 (1) the Minister’s power to ad- 
just the standard profits is based on the alteration of the capital em- 
ployed (except in the special cases of the operation of gold mines or 
oil wells); and that by section 5 the Board of Referees ascertains the 
standard profits by reference to the capital employed except in the 
special cases where a capital standard is inapplicable, and in the 
special cases of gold mines and oil wells which have come into 
operation since January 1, 1938. In the instant case, there was no 
change in the amount of capital employed during any of the relevant 
years. 

Having found, therefore, that the appellant did not acquire its 
business after the first day of January, 1938, and that in any event 
subsection 4 (2) has no application to the appellant, there will be 
judgment dismissing the appeal and confirming the assessment for the 
taxation year, 1942. The respondent is entitled to be paid his costs 
after taxation. 
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ORDERS-IN-COUNCIL 


The text of Order-in-Council P.C. 4748 dated 
19th November 1947 is as follows: 


EXCESS PROFITS TAX ACT — REGULATIONS 
re payment of Refundable Portion 


His Excellency the Governor General in Council, on the recom- 
mendation of the Minister of National Revenue and pursuant to the 
provisions of subsection (6) of Section 18 of the Excess Profits Tax 
Act (see Chapter 32 of the Statutes of 1947) is pleased to make and 
doth hereby make the annexed regulations providing for the repayment 
of the Refundable Portion before the time specified in subsection (2) 
of said Section 18 in the three classes of cases set out in (@), (0), and 
(c) of subsection (6) of said Section 18 of the Excess Profits Tax Act. 

A. D. P. HEENEY, 
Clerk of the Privy Council. 
REGULATIONS 
REFUNDABLE PORTION—PURSUANT TO SUBSECTION (6) OF 
SECTION 18 OF THE EXCESS PROFITS TAX ACT 

1. In the case of a deceased taxpayer who carried on business alone 
and whose whole estate is immediately distributable, the whole of the 
Refundable Portion under the provisions of the Excess Profits Tax 
Act referable to the years 1942, 1943, 1944 and 1945, not previously 
refunded, shall be repaid to the legal representative of the deceased 
taxpayer forthwith provided:— 

(@) payment is made of all succession duty arising under The 
Dominion Succession Duty Act in respect of successions con- 
sequent upon the death of the said taxpayer, 

(bd) payment is made of all taxes due under The Excess Profits 
Tax Act and the Income War Tax Act in respect to profits 
and income of the taxpayer to date of death, 

(c) application in writing by the legal representative is made for 
such refund to the Director General or Director of the Taxa- 
tion District in which the deceased resided, 

(d) there is filed with the said application for refund a notarial 
copy of Letters Probate, Letters of Administration or other 
satisfactory proof that he is the lawful person to receive such 
refund. 

2. In the case of a deceased taxpayer who carried on business in 
partnership and whose estate is immediately distributable, that portion 
of the unrefunded Refundable Portion to which the taxpayer would be 
entitled if the whole amount were repaid to the partnership will be 
repaid to the legal representative of the deceased partner upon the 
same conditions set out in Regulation Number 1 above. 

3. In the case of a corporation in respect of which a Receiving 
Order in Bankruptcy or a Winding-up Order (other than such an 
Order made pursuant to a resolution of shareholders) has been made 
the refundable portion referable to the years 1942, 1943, 1944 and 1945, 
not previously refunded, shall be repaid to the trustees or liquidators 
of such corporation forthwith provided:— 

(@) payment is made of all taxes due under The Excess Profits 
Tax Act and the Income War Tax Act in respect to profits 
and income of the corporation to the date of the Order in 
Bankruptcy or Winding-up Order, 

(b) application in writing by the trustees or liquidators is made 
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for such refund to the Director General or Director of the 
Taxation District in which the corporation filed its Excess 
Profits and Income Tax returns, 

(c) there is filed with said application for refund a certified copy 
of the said Order and satisfactory proof of the appointment 
of the said trustees or liquidators. 


The text of Order-in-Council P.C. 4749 dated 
19th November 1947 is as follows: 


EXCESS PROFITS TAX ACT 


Amendment to the Regulations determining in the persons 
to whom amounts shall be paid under Section 18 of the Act 


His Excellency the Governor General in Council, on the recom- 
mendation of the Minister of National Revenue, is pleased to amend 
the regulations determining the persons to whom amounts refundable 
under section 18 of the Excess Profits Tax Act shall be paid in the 
event of the bankruptcy, liquidation, winding up or dissolution of the 
taxpayer, established by Order in Council of the 14th February, 1945, 
(P.C. 78/982) and they are hereby amended by rescinding paragraph 
(bd) of regulation 4, and the first paragraph of regulation 5 and sub- 
stituting therefor the following: 

“4, (b) The balance of the Refundable Portion shall be repaid to 

the partnership at the time or times provided by subsection 
(2) of section 18 of the said Act, for distribution to the sur- 
viving partner or partners in accordance with their respective 
interest or interests in the partnership in the taxation year 
or years to which the Refundable Portion is referable. 

. In the case of the dissolution of a partnership by action of law 
the Refundable Portion shall be repaid to the partnership for 
distribution among the partners in accordance with their re- 
spective interests in the partnership in the taxation year or 
years to which the Refundable Portion is referable.” 

A. D. P. HEENEY, 
Clerk of the Privy Council. 


The text of Order-in-Council P.C. 108/4603 dated 
6th November 1947 is as follows 


INCOME WAR TAX ACT 


Depletion of Timber Limits 


His Excellency the Governor General in Council, on the recom- 
mendation of the Minister of National Revenue, is pleased to revoke 
Order in Council P.C. 108/4603 of November 6, 1946, which established 
regulations covering the depletion of timber limits for 1947 and sub- 
sequent years, and it is hereby revoked accordingly. 

His Excellency in Council, on the same recommendation and pur- 
suant to the provisions of paragraph (a) of Subsection (1) of section 
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5 of the Income War Tax Act, is pleased to make the following regu- 
lations for the depletion of timber limits and they are hereby made 
and established accordingly; the said regulations to be applicable to 
the income of 1947 and subsequent taxation years and of fiscal periods 
ending therein: 


1. The allowance for exhaustion of timber limits shall be com- 
puted on the basis of a rate per cord or M.B.M. cut which in 
the aggregate shall not exceed the capital cost to the owner 
of a timber or pulpwood limit or the holder of a right to cut 
timber or pulpwood from Crown or private lands of such limit 
or right as the case may be. 


. The rate shall be ascertained by dividing the capital cost to 
the owner or the holder aforesaid by the quantity of timber 
or pulpwood in cords or M.B.M. as shown by a cruise and may 
be adjusted from time to time if it is shown to the satisfaction 
of the Minister of National Revenue that the quantity varies 
from the original estimate, provided that any adjusted rate 
shall apply only to timber or pulpwood cut after such new rate 
has been established. 


. If the Minister is satisfied that the present owner or holder 
directly or indirectly had or has a controlling interest in a 
company previously the owner or holder of the said ownership 
or right, or that the previous owner or holder (which term 
shall include a series of owners or holders) directly or indirect- 
ly had or has a controlling interest in the present owner or 
holder or that the present owner or holder and the previous 
owner or holder were or are directly or indirectly subject to 
the same controlling interest, it shall be deemed that the capital 
cost was the capital cost to the previous owner or holder or the 
first of such previous owners or holders where more than one, 


A. D. P. HEENEY, 
Clerk of the Privy Council. 
7th November, 1947. 
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J. E. SMYTH, C.A., Editor 
NOTES AND COMMENTS 


Eventually we become so accustomed to the use of terms 
that we never think of questioning the literal meaning of 
the words they contain. No doubt the first time we heard 
the terms would have provided the strategic opportunity 
to examine them, when their sound was fresh in our ears, 
but then we did not know enough about accounting to be 
critical. 

We have in mind a term like “prepaid expenses.” One 
goes on talking about “prepaid expenses” knowing well 
enough what he means all right but never asking himself 
whether an expense, as such, can be “prepaid.” We define 
an expense as “a cost of obtaining revenue for the period 
under review.” To our mind this definition anchors an 
“expense” to the current fiscal period, and then along comes 
an adjective like “prepaid” (implying a reference to future 
periods) and lifts the anchor! The effect of the adjective 
is to negative* the meaning of the noun. Will anyone agree 
with us that “prepayments” is better than “prepaid ex- 
penses?” 

Similarly, we have it in for “capital expenditures.” It 
is not too clear to us exactly what an “expenditure” is sup- 
posed to be, and whether it is not a conveniently nebulous 
term for a payment which may or may not also be an ex- 
pense as the occasion demands (or, for that matter, an 
expense not yet paid for). The danger in making “ex- 
pense” synonymous with “expenditure” (as is implied in 
the use of the equally hateful term “income and expendi- 
ture”) is that the adjective “capital” becomes contradic- 
tory. An item cannot be charged against current revenue 
(as an expense) and “capitalized” (as a fixed asset) at 
the same time. 

The term “profit and loss” is obviously quite contradic- 
tory too, since a business can scarcely earn a profit and 
incur a loss at the same time at least, we say, not without 
emerging quite mangled in the process. 


*Should one editor censor another? Mr. Smyth and our readers 
might review page 121 of the March 1947 issue of PHE CANADIAN 
CHARTERED ACCOUNTANT.—RFBT. 
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Of course we really do not expect to convert anyone to 
our way of thinking, but we just thought we would mention 
these things anyway. 

* oK * ok 

We are conscious that his issue reaches many students 
who are living under a cloud which gathered at the De- 
cember examinations and which, we trust, will be dispelled 
with the February or March results. But how soon we 
forget the ordeals of study when once we have passed! 
Those of us who have survived may dimly recall having 
once thought that if only we were finished with accounting 
lessons and the anxiety of examinations there would be 
nothing else in all this world we should ever ask for; and 
then, having passed, proceeding forthwith to covet a host 
of other things. We may even remember having said we 
should be very lucky to pass and then, having passed, de- 
ciding that after all, success comes to those who deserve 
it. In his book “Clarence Darrow for the Defence” Irving 
Stone relates the story of a law student who found it 
necessary to repeat his law examinations. On the occasion 
of the publication of the results of his second attempt, 
Darrow asked him whether he had passed that time. “Yes 
sir, I sure did,” the student replied, to which Darrow mur- 
mured, “And now I suppose you'll want the standards 
raised.” 9 


The Chartered Accountants Students’ Association of 
Ontario Annual Dance 

Wednesday, December 10th, will be an evening long to 
be remembered by all who attended the Chartered Account- 
ants Students’ Association’s Annual Dance held at Casa 
Loma, Toronto. A blanket of fresh snow added the Christ- 
mas atmosphere to the already picturesque setting of beau- 
tiful Casa Loma. The loveliest ladies the walls of this his- 
toric castle have ever seen were escorted by members of 
the senior body and students alike, while Jack Evans and 
his orchestra added the musical magic touch to this story 
book evening. As promised, all “examination blues” were 
completely forgotten! 

The highlight of the evening came, when, owing to the 
unavoidable absence of Mr. K. LeM. Carter, the senior 
council president, Mrs. Carter kindly consented to address 
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the gathering and immediately won the hearts of all pre- 
sent. The Students’ Association sincerely extends to Mrs. 
Carter the invitation to add her charm to all our future 
events. 

Presentations were made later in the evening; Mr. Don 
Campbell accepting the Kris Mapp Tennis Cup for the sec- 
ond consecutive year and Mr. Ab. Nisker, who captained 
the A. G. Fisher softball team receiving the trophy emblem- 
atic of supremacy in that field of endeavour, also for the 
second consecutive year. Unfortunately, Mr. J. K. Vigeon 
was unable to attend to receive the G. T. Clarkson Golf 
Trophy. Mr. and Mrs. R. A. Thompson were the lucky 
door prize winners and they confessed that this prize had 
been appropriately chosen and would add much to the spirit 
of their Festive celebrations. Mr. Norman Henry and his 
charming partner were the other prize winners. 

It is unanimously agreed that thanks are due for the 
success of this evening, primarily to the untiring efforts 
of our Dance Committee consisting of Mr. John Bennett 
and Mr. Watson Evans as well as to our genial president, 
Mr. Bob Aston, who so ably handled the duties of Master 
of Ceremonies. Consideration is being given to the possi- 
bility of holding another such event the first week in May 
of the coming year. The Council of the Association appre- 
ciates the willing support of students and practising firms 
alike to this event and the future promises more and equal- 
ly as successful affairs with a continuation of this support. 


PROBLEMS AND SOLUTIONS 
THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 
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PROBLEM I 
FINAL EXAMINATION, DECEMBER 1946 
Accounting IV, Question 2 (20 marks) 


The following is the trial balance as at 30th June 1946, before 
audit, of Lee & Company Limited: 


Accounts receivable 

Reserve for doubtful accounts 

Inventories 

Recoverable portion of excess profits tax (to 30th 
June 1945) 

Unexpired insurance premiums 

Accounts payable 

Notes payable—current 

Reserve for income and excess profits taxes 

Deferred surplus—recoverable excess profits tax .... 

Share capital—(authorized 750 shares of $100 each) 

Earned surplus—30th June 1945 

Sales 

Cost of sales 

Salesmen’s commissions 

Provision for bad debts 

Other expenses 


$700,000 $700,000 


Your examination discloses that the following adjustments to the 
accounts at 30th June 1946 are necessary :— 

Adjust inventory to lower of cost or market value 

which is $87,000 
To increase reserve for doubtful accounts by 4,000 

(this is an allowable deduction for income tax purposes) 

To set up liability for commissions payable to salesmen at 

3% on sales 6,000 
To compute and provide for income and excess profits taxes 

and recoverable taxes for the year under review. 

Notes payable current account includes a note for $35,000 

maturing 30th June 1948. 

The examination also discloses that the following adjustments as 
at 30th June 1945, which had been made in preparing the company’s 
annual accounts and income tax return at that date, had not been re 
corded in the books:— 

Reducing inventory to lower of cost or market value .... $11,000 
Provision for liability for commissions payable to salesmen 5,000 

It is ascertained that all of the expenses will be allowed in de- 
termining taxable income. The company’s standard profit (adjusted 
upto 1st July 1945) is $11,000. The debit balance in reserve for in- 
come and excess profits tax account represents the amount of instal- 
ments prepaid for the current year. 


Required 

After making the adjustments indicated above you are required 
to prepare the balance sheet and a statement of profit and loss and 
earned surplus for the year ended 30th June 1946. Please submit your 
working papers. 
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Note— 
Tax calculations should be made on a monthly 


basis rather than a daily basis and should be carried 
to the nearest dollar only. 


SOLUTION 


LEE & COMPANY LIMITED 
Balance Sheet as at 30th June 1946 














ASSETS 
Current Assets: 
SN Sb hovadiink wees ince Saeko ses conwus $ 10,000 
ACCOUNTS TOCOIVADIS 2... ccccccccccovces $110,000 
Less— 
Reserve for doubtful accounts .... 9,000 101,000 









PENUNE o6es bssnc0k00 cesceaes aves 87,000 $198,000 










Recoverable Portion of Excess Profits . 
PP OMD TEE: aki nabs sande ucdte cose 9,517 

Deferred Charges: : 

Unexpired insurance premiums ........ 2,000 


$209,517 












LIABILITIES 
Current Liabilities: 





PN MENEEED 555s. dcccceniesevedese deseo tears $ 40,000 
POU ID ab den rae a 04 Sevalb nc 64-0 ce 00s easerane 15,000 
Salesmen’s commissions payable .............6+. 6,000 





Reserve for income and excess profits taxes (after 
payment of $5,000 on account of 1945-46 taxes) 











11,450 $ 72,450 







Deferred Liability: ‘ 
Note payable, maturing 30th June 1948 ......... 35,000 













EE IE ce Dao ap eee e ba eeeead eewk 107,450 
Capital and Surplus: ‘ 
Share capital— 
Authorized and issued: 
TOO SURTOR: OF GI00 GHG: 6 vikicc vids asiecenes $ 75,000 
Deferred surplus— 
Recoverable portion of excess profits tax— per 









EE chr skid ae seats aise cisewenbs Web sees 9,517 
Earned surplus—per statement attached ........ 17,550 102,067 





$209,517 










LEE & COMPANY LIMITED 


Statement of Profit and Loss and Earned Surplus 
for the Year ended 30th June 1946 






$500,000 






SCE. NNO ie oan Ko cates ees hie steed Xs 326,000 






REE Patines Soha se ise A ee Powe eee esas 174,000 
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Deduct— 
Salesmen’s commissions 
Bad debts 
Other expenses 


Profit before providing for income and excess profits 
taxes 28,000 
Deduct— ‘ 
Provision for income and excess profits taxes, in- 
cluding estimated amount of $1,517 recoverable 
under the provisions of Excess Profits Tax Act 16,450 


Net profit for the year 11,550 
Earned surplus at 30th June 1945* 6,000 


Earned surplus at 30th June 1946 $ 17,550 


*After adjusting for overstatement of inventory value at June 30, 
1945, $11,000 and omission of liability for commissions payable to 
salesmen at June 30, 1945, $5,000. 

LEE & COMPANY LIMITED 
Calculation of Provision for Income Taxes 
for the Year ended 30th June 1946 
Taxable income $28,000 


Income tax at 18% of $28,000 $ 5,040 
Excess profits tax (at 1945 rate) 
12% of $28,000 $ 3,360 
Profit 
11,000 


$17,000 11,900 


$15,260 
Proportion, 1st July to 31st December—6/12 
Excess profits tax (at 1946 rates): 
22% of $28,000 $ 6,160 


Profit $28,000 
Standard $11,000 + $25,000—$11,000 


=$18,000 
7/6 Standard 
Excess at 20% 


Proportion, 1st January to 30th 
June—6/12 3,780 11,410 


Total required provision $16,450 


Recoverable portion of excess profits tax (1945): 


“Taxable income $28,000 
12,833 


$15,167 

20% of $15,167 $ 3,033 

Proportion, 1st July to 31st December—6/12 
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PROBLEM II 
FINAL EXAMINATION, DECEMBER 1946 


Accounting IV, Question 4 (15 marks) 


During the audit of Best Co. Ltd. for the year ended 31st De- 
cember 1945 the following matters came to your attention: 

(1) The sales manager, F. Arnold, is entitled under his contract, 
to a commission of 10% of an amount equal to the net profits after 
income and excess profits taxes as certified by the auditors and after 
adding back administrative and general expenses ($40,000 for the 
year ended 3lst December 1945). 

(2) Depreciation charged in the accounts exceeds the amount 
which will be allowed for taxation purposes by $20,000. 

(3) The company’s adjusted “standard profit” applicable to the 
1945 fiscal period is $120,000. 

The following condensed statement of profit and loss for the year 
ended 31st December 1945 has been prepared after all audit adjust- 
ments have been made except the provisions for Mr. Arnold’s com- 
mission and for income and excess profits taxes: 


BEST CO. LTD. 
STATEMENT OF PROFIT AND LOSS 
FOR THE YEAR ENDED 31st DECEMBER 1945 
$600,000 
Cost of sales (including depreciation) 390,000 


Gross profit $210,000 


Selling expenses ‘ 
Administrative and general expenses 40,000 130,000 


Profit before providing for sales manager’s commis- 
sion, income and excess profits taxes $ 80,000 


Required: 

You are required to compute the amounts of the charges for 
commission and for income and excess profits taxes, and to complete 
the condensed statement of profit and loss. Calculations should be 
carried to the nearest dollar only. 


SOLUTION 

C—represents Mr. Arnold’s commission 
T—represents income and excess profits taxes (as the standard profit 

is considerably in excess of the taxable income for the year 

the tax rate of 40% is effective). 

C—10% (80,000 —C—T + 40,000) 
== 1 (120,000—C—T) 
‘10 
10C = 120,000—_C—T 
11C = 120,000 —T 


T = 40% (80,000 —C + 20,000) 
= 4/10 (100,000 — C) 
10/4T = 100,000 —C 
C = 100,000 —2.5T 
11C = 1,100,000 — 27.5 T 
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EE 


Subtract (1) from(3) 
O = 980,000 — 26.5 T 
T = 980,000 


26.5 
= 36,981. 
from (2) C = 100,000 — (2.5 X 36,981) 
= 100,000 — 92,453 
= 7,547 
Profit before providing for sales manager’s commis- 
sion, income and excess profits taxes $80,000 
Deduct— 
Provision for sales manager’s commission 
Provision for income and excess profits taxes .... 36,981 44,528 


Net profit for the year $35,472 
PROOF 
(Not required as part of solution) 
Commission— 
Net profit 
Administrative and general expenses 
Profit for purposes of commission 
Commission at 10% 
Provision for income and excess profits taxes— 
Net profit $35,472 
Provision for income and excess profits taxes 36,981 
Depreciation disallowed 20,000 


Taxable income $92,453 


Income and excess profits tax at 40% 36,981 


PROBLEM III 
FINAL EXAMINATION, DECEMBER 1946 


Auditing II, Question 5 (30 marks) 


You are engaged to undertake an investigation of several com- 
panies for a proposed merger. Outline the general procedure you 
would follow and indicate the matters to which you would give special 
attention. 


SOLUTION 


In undertaking an investigation for a proposed merger the main 

purpose should be to establish 

(a) The net worth of the tangible assets of each company. 

(bd) The earning power of each company and its relation to the 
capital employed for the purpose of determining relative values 
of intangible assets such as goodwill and patent rights. 

This will involve a complete verification of assets and liabilities 

of each company. All valuations must be made on a similar basis. 
Fixed assets will usually be valued by a competent appraiser but the 
same basis of appraisal should be used for the assets of each concern. 
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Other assets should be valued on an identical basis for each company, 
particular attention being paid to inventories, reserves for bad debts 
and other items which admit of a variety of valuation methods. It 
must be determined that all liabilities of each firm have been taken 
up and accrued charges provided for. 

The price to be paid for goodwill will usually be determined by 
the proven ability of the various companies to earn profits in excess 
of a fair or normal return on the capital employed. To establish the 
earning power involves the drawing up of profit and loss accounts for 
a period of years on a uniform basis for each company. Non-recurring 
profits and losses should be eliminated and where treatment of charges 
such as depreciation or bad debts has not been uniform adjustments 
will be necessary. 

Having established the net worth and earnings of the various 
companies, some attention should be directed towards the scheme of 
amalgamation. The price to be paid to the various companies, or the 
basis of exchange of stock, should be fair and equitable to all. Not 
only the fair value of assets taken over, but the earning power in 
relation to the capital employed must be considered. If the allotment 
of securities is made equitably, assuming that the income of the con- 
solidation is the same as the combined income of the sevéral com- 
panies, the shareholders’ individual interests should be the same as 
before the merger. Some reference should be made in the investigator's 
report as to whether the scheme of amalgamation or merger fulfils 
these requirements on the basis of the net assets and earnings dis- 
closed by his investigation. 

The entire emphasis of this type of an investigation is on the 
relative values of the various firms in order to establish the proportion 
of the total consideration (usually securities of the consolidating com- 
pany) to be alloted to the shareholders of the various component 
companies. 
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In clean, flowing lines and two-tone harmony, the promise of other Burroughs developn 
Burroughs style engineers have interpreted now in the making . . . of improveme 
en perfection of the new Burroughs refinements that reflect the stepped-up @ 
El c Duplex Calculator . . . its ease of oper- of Burroughs research in electronics, 
ation and sureriess of figure control. lurgy, chemistry and styling. * 


Here is an instrument to lift the pride and Great things are going on at Burroughs + 
quicken the spirit of the modern business girl this new Burroughs bears evidence. Burg 1 
make deft/hands more deft. Here, too, is Adding Machine of Canada, Limited, V 


woh es sane ee Burroughs DB. | 











